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HELPING SMALL BUSINESSES WEATHER 
ECONOMIC CHALLENGES AND NATURAL 
DISASTERS: REVIEW OF LEGISLATIVE 
PROPOSALS ON ACCESS TO CAPITAL 
AND DISASTER RECOVERY 


THURSDAY, MARCH 14, 2013 

United States Senate, 

Committee on Small Business 

AND Entrepreneurship, 

Washington, DC. 

The committee met, pursuant to notice, at 10:36 a.m., in Room 
428a, Russell Senate Office Building, Hon. Mary L. Landrieu 
(Chair of the Committee) presiding. 

Present: Senators Landrieu, Shaheen, Heitkamp, Cowan, and 
Risch. 

OPENING STATEMENT OF HON. MARY L. LANDRIEU, CHAIR, 
AND A U.S. SENATOR FROM LOUISIANA 

Chair Landrieu. All right, we are going to get started. 

Well, good morning, everyone. I really appreciate all of our par- 
ticipants joining us for what I think will be an exciting and helpful 
roundtable on some very important issues that have been lingering 
before our Committee, and we would like to see them moving for- 
ward if possible. And that is why I have called this roundtable to 
order. 

And I thank Senator Shaheen and Senator Cowan for joining us. 
Senator Risch will be here in just a moment, and we will have 
other members that will be joining us. 

Some of you that might not be familiar with roundtables versus 
hearings — this is a lot less formal, a lot more informal, and I think 
a real exchange of information. So while you have come prepared, 
of course, with testimony, that will be received into the record, and 
there will be a lot of back and forth, hopefully, with you all and 
your participants and Senators about some of the bills that are on 
this agenda. 

So let me just begin with a brief opening statement, and then we 
will go right into our roundtable. 

I thank you all again for joining. This is the first roundtable of 
our 113th Congress of the Small Business Committee. 

I want to congratulate Senator Risch for becoming Ranking 
Member. He and I have already had a couple of meetings, and our 
staffs have been working to see how we can forge a bipartisan 
agenda for this Committee, which has had a long history with Sen- 

( 1 ) 



2 


ator Kerry, Senator Snowe and others before that, in a very close 
bipartisan working relationship. We would like to continue that. 

As Chair of this Committee and a Senator from a state repeat- 
edly hard hit from natural disasters, I believe one of the most im- 
portant responsibilities of our Committee is to ensure the SBA, the 
agency that this Committee oversees, has a very robust post-dis- 
aster response. Even well insured businesses, whether they are in 
the Gulf Coast area, the East Coast, the West or in the heartland 
of America, struggle to get back on their feet after earthquakes, 
fires, floods, hurricanes. 

Hurricanes Rita and Katrina, and the SBA response in Hurri- 
canes Katrina and Rita, which is now almost eight years ago — the 
response was slow, painful, inefficient and insufficient to that task. 
So, following those 2005 storms, it took 74 days to process a home 
loan, 66 days to process a business loan — far too long to wait — even 
longer for a disbursement of disaster funding. The SBA also pushed 
disaster victims for mountains of paper records when the SBA, 
which is a part of the Federal Government, should have been able 
to access that information without asking for people whose homes 
were under 14 feet of water to produce triple documents in black 
or blue ink in order for their loans to be processed. 

Those days are happily over with. 

Thank you. Senator, for joining. 

Those days are happily over with, but we continue to focus and 
improve on, hopefully, the SBA’s disaster programs. We need to 
continue to provide better rules for businesses in the Midwest and 
East Coast as those recoveries are still underway. That time frame 
has been cut significantly. Senator Risch, I am happy to say, from 
74 days down to 26 days to process a home loan and from 66 days 
to 31 days, but we still have some challenges. 

Recently, members, I was at a hearing on your behalf in Staten 
Island in New York. Our Committee heard testimony that interest 
rates on small business loans are still currently too high for many 
of the small businesses to use efficiently. The paperwork, in their 
mind, is still too cumbersome. And the rejection rate, which is over 
50 percent, in the minds of many small businesses and the mayors 
and county officials that represent them, seem to be too high. 

Our small businesses, whether it is in Wyoming or Idaho or Lou- 
isiana or in Staten Island or along the East Coast, are the eco- 
nomic heartbeat or these communities. And after a disaster, it is 
so important for small businesses to get back up and operating to 
give hope and signal to communities that these communities will 
come back even stronger. 

And so, this is a continued focus and priority of this Committee. 
I thank you all for helping me with it. And we will continue to see 
what bills we can pass here, and rules and regulations and modi- 
fications, that can help the partnership between the SBA, the Fed- 
eral Government and small business. 

So we have a Small Business Disaster Reform Act of 2013. Sen- 
ators Cochran, Gillibrand, Wicker and Pryor introduced this bill. It 
includes two common sense, no-cost disaster reforms. 

It, first, modifies the SBA requirement that borrowers must use 
their personal home as collateral for business disaster loans of less 
than $200,000 when other collateral might be appropriate. While, 
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clearly, we have to secure loans and minimize the risk to the tax- 
payer, the SBA has at its disposal multiple ways to secure these 
loans. 

A similar provision passed the House of Representatives twice in 
2009 by a voice vote on October 29th of 389 to 32 and again by a 
voice vote on November 6th, 2009. The provision included in one 
of the bills pending before our Committee passed the Senate 62 to 
32 on December 28th, 2012 as part of the Hurricane Sandy supple- 
mental. And I want to just say that it has bipartisan support and 
bicameral support from Speaker Boehner, Eric Cantor and others 
on the House side. 

So we also have a bill that will allow the SBA administrator to 
allow out-of-state small business development centers, which are in 
all of our states, to provide assistance to small businesses in other 
areas when there is a presidentially declared disaster. 

In other words, it may be surprising to you all to know that a 
surge capability is actually not legal. Arid we need, I think, to have 
surge capability. So, if some of the Senators from the Gulf Coast 
can help the Senators in the Northeast when they are under such 
pressure because of a natural disaster, that — ^you know, it is just 
common sense. 

And, again, we have got to authorize that in order for the surge 
capability, which makes much more sense that hiring additional 
people or — ^you know, it is a right-size issue for our natural disaster 
response. 

Again, this provision has unanimously passed three times. 

So I would love your feedback on that to see what we can do. 

Let me move into the second part of the roundtable. 

So the first part of the roundtable is going to be responding to 
disasters. What do you all want to testify to? What is working? 
What is not working? And we will have a good back and forth ex- 
change. 

The other is access to capital, and this is where many of my col- 
leagues, both from the House — I mean the Democratic and Repub- 
lican sides really have focused a lot of effort on how to get capital 
in the hands of small business. Many of you are experts in this 
field. 

As you all know, we have one bill pending called the SUCCESS 
Act. Success ultimately comes from capital, contracting, education, 
strategic partnerships and smart regulation. I think every small 
business would think that that is a true statement. 

The SUCCESS Act has received 57 votes as part of the Senate 
Amendment 2521 to S. 2237, the Small Business Tax and Job Re- 
lief Act of 2012. It includes some key provisions that I hope will 
be of great interest for our discussion this morning. 

One provision was expanding access to capital for entrepre- 
neurial leaders — EXCEL — which was introduced last year by my- 
self and Senator Snowe. EXCEL would modify the Small Business 
Investment Company Program, SBICs, to raise the amount that we 
can guarantee from $3 billion to $4 billion as an authorization. It 
would also increase from $225 million to $350 million the amount 
of SBA-guaranteed debt for fund managers. 

And the problem is we are actually meeting up against limits of 
our own success. Some of these funds are so successful that they 
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have already met the targets that we have set for them. And, if we 
do not allow them to go higher, the money will then either not flow 
or flow to companies that are less successful, which does not really 
make any sense. 

And I am interested in hearing what you all think about this 
program that was created by President Eisenhower. 

It is time, I think, for us to expand this family of funds limit as 
well as expand the program. It has proven to be cost effective. 

The Investment Company Act, as I said, was signed into law by 
President Eisenhower. And I will not go into the details of that but 
to only say that we have invested, in partnership with private busi- 
ness, $56 billion to over 100,000 small businesses. Some of them 
are no longer small — Apple, Fed Ex, Callaway Golf, Jenny Craig 
and Outback Steakhouse, just to name a few of the extraordinary 
success stories related to this program. When these companies 
were small, they got those first loans, and now look at what they 
have produced for our Nation — a true success story. 

Let me mention just one more — actually, two more issues. The 
CREED Act, which Senator Snowe and I dubbed last year, called 
the Commercial Real Estate and Economic Development Act, would 
significantly enhance the use of 504 loans to refinance qualified ex- 
isting debt. The 504 refinance program allows small businesses to 
refinance major fixed assets or real estate debt with long-term 
fixed rate loans to help them lower their monthly mortgage pay- 
ments at no additional cost to the taxpayer. 

This is one of the most popular, necessary programs that the 
SBA runs. Some of you will testify to that today. 

Let me give you just one example of one little business in St. 
Martinville, Louisiana. Tuffy’s Quick Stop and Deli in St. 
Martinville, Louisiana, purchased its facility in 2010 for $1.2 mil- 
lion. They put down $200,000, the remaining balance financed with 
a monthly payment of $11,300. 

By going through this program — 504 refinancing — they financed 
their debt, and their new payment, monthly payment, is $6,100. 
For a small business, a savings of $5,000 a month — $60,000 a 
year — is significant. It was used to save two jobs in St. Martinville, 
Louisiana. 

But if every small business in America could just save one job, 
the recession would be completely over. That is why programs like 
this, I think, are so important. 

I am going to turn this over to Senator Risch for just brief open- 
ing statements. And then, if the other members do not mind, we 
are going to go right into the question and answer session, which 
is what this roundtable is about. 

Unlike, you know, regular hearings, this is a lot of back and 
forth. We can, you know, ask and answer. When you want to 
speak, you can put your placard, you know, up like this. We will 
recognize you and be as fair as we can. 

After the Senator gives his opening remarks, I am going to ask 
each one of you to quickly identify yourself and give kind of a 30- 
second what your focus is to be here. 

So, Senator, let me welcome you. 

Senator Risch. Well, thank you. Madam Chairman. 

Chair Landrieu. Thank you very much. 
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Senator Risen. Why do I only get a brief opening statement? 

[Laughter.] 

Chair Landrieu. Because I took up all the time. 

Senator Risen. Yes, I see that. 

Chair Landrieu. So, take any time you want. Go right ahead. 

I was trying to be brief, but I had so many good things to say. 

Senator Risen. Well, it was a fine effort. Madam Chairman. 

Chair Landrieu. Thank you. 

Senator Risen. Unsuccessful but a fine effort. 

[Laughter.] 

OPENING STATEMENT OF HON. JAMES E. RISCH, RANKING 
MEMBER, AND A U.S. SENATOR FROM IDAHO 

Senator Risen. Well, first of all, thank you for holding the hear- 
ing, and I am glad to be here. 

As the Chairman knows, my focus is also on helping small busi- 
ness. I have a little different view of it than my good friend and 
my distinguished colleague, the Chairman. 

First of all, we are in absolute agreement that small business is 
the backbone of this country and really has been since the country 
was founded. Small business has done really well over the last two 
and a half centuries — indeed, have done really well over most of 
that period of time without the help of the Federal Government. 

I am interested in helping small businesses. Having owned and 
operated a number of small businesses, and having known a lot of 
people in small business, I hear from them again and again and 
again: Leave us alone. 

If we can lower their taxes, if we can lower the regulatory struc- 
ture, if we can keep the government out of their shops, their stores, 
their books, and everything else, they will succeed. They proved it 
for well over two centuries. 

I want to see us encourage small business. I want to see us leave 
small businesses alone and do everything we possibly can to get 
the government out of their business. 

We have a strong and robust financial structure in this country 
where businesses that are able to get loans go and have become 
very successful over the years. 

I want to see that this robust market is protected and that peo- 
ple have the freedom to start and be successful in businesses, to 
keep the fruits of their labors and not turn it over to the Federal 
Government to do what they want with it. 

So, with that, thank you so much for holding the hearing. 

Chair Landrieu. Thank you. Senator. 

Let’s start with Dr. Erwann. 

Mr. Michel-Kerjan. My name is Erwann Michel-Kerjan, an ad- 
junct professor at the Wharton School. I am also the Managing Di- 
rector of the Wharton Risk Center, which has been in play for 
about 30 years, working exclusively on catastrophic risk manage- 
ment — so, from preparedness to crisis management and risk financ- 
ing, who is going to pay at the end of the day. It has been a busy, 
busy 10 years for America. 

I am also Chairman of the OECD Board on Financial Manage- 
ment of Catastrophes, which advises 34 finance ministers around 
the world, including, obviously, here in the U.S. 
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So I would be happy to talk more about disaster finance. 

Chair Landrieu. Thank you very much. It is a very important 
topic. 

And when you all speak with this mic system, you have to sort 
of lean into your mic for us to pick it up. Thank you. 

Go ahead. 

Mr. Kunreuther. I am Howard Kunreuther. I am a professor at 
the Wharton School at the University of Pennsylvania in the area 
of decision sciences and public policy, and I co-direct the Risk Man- 
agement and Decision Processes Center. 

My interest in being at this hearing is to raise the questions with 
respect to some of the things that could be done prior to a disaster, 
the role of insurance and other ways to avoid a lot of the challenges 
that you have just mentioned. Senator Landrieu and Senator Risch, 
in terms of small businesses. 

We feel that there is a real opportunity here to try to link the 
two together, to get an appreciation of what these businesses and 
homeowners face — Hurricane Sandy having brought that out — and 
what they can do to reduce losses in the future. 

Chair Landrieu. Fabulous. Thank you. 

Mr. Needham. 

Mr. Needham. My name is John Needham. I am the Assistant 
Inspector General for Auditing at the Small Business Administra- 
tion, and what I will just talk about today is the work that we have 
ongoing that is related to the proposals. 

Chair Landrieu. Wonderful. 

And if you all could turn your placards so that I can see — I think 
it is Mr. Selassie. 

Mr. Selassie. Thank you. 

My name is Sengal Selassi. I am a co-founder of Brightwood Cap- 
ital, which is a small business investment company. And we re- 
ceived our first license in 2011 and have made investments in 11 
different states, including Louisiana, Idaho, Nevada, Texas, New 
York, New Jersey. 

I want to thank you for introducing legislation, both Chairwoman 
Landrieu and Ranking Member Risch, the legislation that you have 
introduced to help small businesses and funding to them. 

Chair Landrieu. Wonderful. 

Dr. Muhlhausen. 

Mr. Muhlhausen. My name is David Muhlhausen. I am a re- 
search fellow at the Heritage Foundation. I am also an adjunct pro- 
fessor at George Mason School of Public Policy. 

I guess basically what I am going to talk about today is I have 
concern about weakening the requirements for collateral. I think 
there are issues with that that probably the Inspector General is 
going to bring up far better than I can, but there are some prob- 
lems with SBA. 

And our focus should be on making communities more resilient, 
and preventing and mitigating disaster responses, instead of cre- 
ating moral hazards where we come in and we try to fix problems 
afterwards. 

Chair Landrieu. Thank you. 

Ms. Hulit. 
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Ms. Hulit. I am Jeanne Hulit, the Associate Administrator for 
the Office of Capital Access at the SBA. I oversee the loan pro- 
grams. 

Thank you. 

Jeanne Hulit, Office of Capital Access — I oversee the loan pro- 
grams. I would like to address your questions and concerns about 
the 504 refinance program and to express the Administration’s sup- 
port for the reauthorization of that — it was a very successful pro- 
gram — as well as answer any questions on behalf of the Office of 
Investment on the SBIC program. 

Chair Landrieu. Wonderful. 

Mr. Hardt. 

Mr. Hardt. Good morning. I am Ralph Hardt, President of 
Jagemann Stamping, Manitowoc, Wisconsin, a proud manufac- 
turing company with 225 employees there. We also have a new 
subsidiary in Murfreesboro, Tennessee, where we have 31 new em- 
ployees. We are just starting that operation up. And I also own a 
precision grinding company in Lake Wiley, South Carolina, with 31 
employees. 

And I am here to talk about the SBI 504 re-fi, which truly got 
us going after the Great Recession. 

Chair Landrieu. Thank you. 

Ms. Fingarson. 

Ms. Fingarson. Good morning. Ashley Fingarson, Manager of 
Legislative Affairs at the National Federation of Independent Busi- 
ness. We are the leading small business advocacy organization. We 
represent over 350,000 small businesses across the country. As you 
know, 60 percent of our members employ between 1 and 5 employ- 
ees, and our businesses are independently owned. 

And I am here to talk about our research and our research foun- 
dation’s data as it pertains to how our members finance access to 
capital and, most recently, our tax study that just got released. 

Chair Landrieu. Mr. Rivera. 

Mr. Rivera. I am James Rivera. I am the Associate Adminis- 
trator in the Office of Disaster Assistance with the Small Business 
Administration. I am here to answer any questions in reference to 
Superstorm Sandy or any other disaster-related questions. 

Chair Landrieu. Mr. foch. 

Mr. Rich. I am Jim Rich, President of the Greater Beaumont 
Chamber of Commerce in Beaumont, Texas, here on behalf of the 
International Economic Development Council, which is the largest 
organization of economic development professionals. 

I do not think I would be here if it were not for two disasters 
that hit Southeast Texas — Hurricane Rita and Hurricane Ike — and 
I bring the experience of those two events as well as we are one 
of two chambers in the country that are certified development cor- 
porations under the SBA 504 program. So we did 10 loans last 
year, including one refinance. 

So I can offer that. 

Chair Landrieu. Fabulous. 

Mr. King. 

Mr. King. My name is James King, and I am the State Director 
of the Small Business Development Center up in New York. I also 
serve as Chair of the National SBDC Association this year. 
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And I can tell you I wish I had never learned about superstorms, 
and I wish I did not have to be here, representing the disaster. But 
I am very thankful that Congress enacted the Hurricane Relief 
Bill, and it is going to mean a lot to a lot of people. 

Chair Landrieu. Okay, let’s start with the 504 program. I would 
really love to hear maybe from any of you that have direct experi- 
ence in using the program, if you could share with us as specifi- 
cally as you can how it helped you, why you think you could not 
have done what you did without it and what it might mean to 
other companies. 

Okay, let’s start with whoever has the most direct experience. 
Would that be you, Mr. Hardt? 

Mr. Hardt. I guess it is me. 

As I mentioned before, we have three businesses. We are a 
full 

Chair Landrieu. You need to speak right into the mic. 

Mr. Hardt. We have three businesses, and we manufacture pre- 
cision metal components, and we are very proud of what we do. 

I am also a member of the Precision Metalforming Association 
and National Tooling and Machining Association where we have 
3,000 member companies working with metal, averaging about 50 
employees per business. 

We recently completed an SBA 504 refinance. In fact, our deben- 
tures closed just this week. 

Chair Landrieu. Okay. Ralph, I am sorry. Could you just start 
again with the last 30 seconds? 

Mr. Hardt. That is fine. No problem. 

Chair Landrieu. Okay. 

Mr. Hardt. Okay. As I mentioned, we have three small manufac- 
turing businesses. We make precision metal components. I have 
some 

Chair Landrieu. And you are going to have to answer this in one 
minute or one and a half minutes. 

Mr. Hardt. I will do it very quickly. 

Chair Landrieu. Okay. 

Mr. Hardt. We recently completed an SBA 504 refinance pro- 
gram. 

As we exited the Great Recession, that for most manufacturers 
went on from 2008 to 2010, we found ourselves in an uncomfortable 
debt and banking situation. We had utilized our line of credit to 
fund operational expenses through the recession, and our bank had 
concerns as to our outstanding loan amounts and several years of 
poor profitability. We really tried to retain every employee we could 
during that period. 

However, we had substantial equity in our buildings and equip- 
ment. We were simply upside-down with our balance sheet. We had 
too much current debt, not enough long-term debt, and it was very 
difficult for us to grow and expand. 

Also, half of our business is in the automotive business. So, once 
we came out of 2010, our customers started to grow again; we just 
simply had no access to capital to grow. 

Our bank was under pressure. You know, banks were under 
scrutiny at this time we were under scrutiny. So it was a very dif- 
ficult situation. 
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With the SBA program, we were allowed to use our excess cap- 
ital in our assets — basically, refinance that debt into a long-term, 
stable interest rate position. And we had such substantial equity 
in our assets that we were able to put $5 million in cash back into 
our business and regrow our business dramatically. 

Please remember that it was a loan that was not that risky be- 
cause we had to go through an appraisal process and we had to 
demonstrate cash fiows that both our bank — BMO Harris — and the 
SBA had to be comfortable with. 

Chair Landrieu. Ralph, let me stop you right there because this 
is very important testimony. 

Do any of you representing any other views take any issue with 
what Ralph said about his business or want to add anything? 

Jim, go ahead. On this subject, go ahead. 

Mr. Rich. Well, our example I think kind of really fits what the 
program can be for, and that is our refinance loan was Larry’s 
Trades Day — Old Time Trades Day — in Winnie, Texas. Trade Days 
happens once a month. Thousands of people come to this town, and 
their economy benefits from this one flea market once a month. 

Now for him to get refinance, you know, no conventional bank is 
going to approve a loan. This guy has been doing this for 30 years. 
It is not a new business. He had a high interest rate, you know, 
affected by the storms. 

So, anyhow, that is how we used the 504 refinance — a project 
that is a square peg in a round hole. And there are a lot of square 
pegs out there. 

And for the economy, the 504 program in our view is an economic 
development tool. In this Winnie, Texas, it is their economy one 
weekend a month. 

Chair Landrieu. Does the Heritage Foundation or the small 
business organizations here have a different view of this or some- 
thing they want to add because — go ahead, Ashley. 

Ms. Fingarson. I would just say that, you know, maybe for — a 
small minority of our folks reach out to the SBA. I think it is about 
7 percent. 

And most of our guys from our research have shown 

Chair Landrieu. Not the SBA. The 504 loan program specifi- 
cally, the refinancing of commercial mortgage. 

Ms. Fingarson. What it shows is that our guys basically go after 
a line of credit or credit cards. That is where 

Chair Landrieu. And they do not want to use the equity in their 
buildings? 

Ms. Fingarson. They have been, but it has been low from the 
real estate values, from what our research has been showing. So 
it has been harder for them to use that as collateral. 

Chair Landrieu. Correct, which is exactly what makes this pro- 
gram — that is exactly the point. 

You know, with real estate values falling through the recession, 
it has been very, very hard for small businesses to try to get legiti- 
mate equity out of their, you know, physical facilities to be able to 
carry them through to a better day. That is why I am such a strong 
believer in this particular program — because I have seen it with my 
own eyes literally save businesses in Louisiana. 
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So the point of this discussion today is if anybody thinks it is not, 
speak up now — or if you think you have got a better program — be- 
cause we have got to figure out a way to help this little flea market 
here that kept businesses and Ralph’s businesses because I am 
finding a lot of positive comment about this. 

Mr. Hardt. Yeah, I would like to just — if I can make a couple 
comments. 

The problem that you just said about using the credit card or the 
line of credit was exactly the problem we were in. We could not 
grow anymore. We had tapped out our current ability to grow. 

Chair Landrieu. What was your rate that you were paying on 
your credit card? 

Mr. Hardt. We were paying a pretty decent rate at that point 
in time — prime plus 4 — and the banks just simply could not look 
at their collateral on their own. 

We freed up $5 million of capital and put it back into our busi- 
ness. We are hiring 101 people this year. We already have half of 
them hired. We have a great success story. 

And financially, as a business owner, I had locked in 20-year 
long-term interest rates on 40 percent of my debt and 10-year long- 
term rates on my equipment. I mean, it was just the perfect thing 
to do as a business owner. 

And it is a no-cost program to the government. I mean, the fees 
we pay, pay for the loan fund, pay for our local development cor- 
poration. 

I just do not know why more people use it because it is a great 
program. 

Chair Landrieu. Go ahead. 

I am going to turn it over to the Ranking Member for a question 
in a minute, but go ahead. 

Really, if anybody has any, you know, thing to raise about this 
does not make sense, why it does not make sense, what we could 
be doing better, now is your chance. 

But, Jeanne, go ahead. 

Ms. Hulit. I just wanted to follow up on that. 

The demand is still there. The commercial real estate market 
values have not returned. The banks are still constrained in terms 
of refinancing commercial real estate and the loan-to-values that 
are out there. And at the last day of the program, when we had 
to stop, we had 405 loans that could not get process, representing 
about a half a billion dollars in financing that went unmet. So we 
know that there was demand for the program and that demand 
continues. 

Chair Landrieu. Thank you. 

And I just want to say — Ashley, I will get you in a minute — that 
one of my great supporters of this is Senator Isakson, who I think 
is probably the Senate’s most expert on commercial real estate 
since he ran one of the largest real estate companies in Georgia. 

And he and I have talked about this, and both of us — with a real 
estate background — are so frustrated that there does not seem to 
be enough capital out there for small businesses to access what is 
their money. It is their money. Sometimes they paid cash for their 
buildings and cannot seem to get it out because of I think what 
Senator Risch said is true. 
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The regulations have come down so hard on the banking indus- 
try, which our Committee cannot fix in this Committee because we 
do not have jurisdiction over banking. We can only, you know, give 
them advice about how they could, you know, loosen the regula- 
tions appropriately without putting taxpayers at risk. 

But — I do not know. 

Senator Shaheen, did you want to say anything on this? 

And this is very informal. So anybody can speak up at any time. 

Do you want to say 

Senator Risen. I thought it was my turn next 

Chair Landrieu. Okay, go ahead. Go ahead. Go ahead. 

Senator Risen. Well, I have got 

Chair Landrieu. On this subject if we could, and then we will 
go to another subject. 

Senator Risen. Well, I have a different subject. So I guess 

Chair Landrieu. Well, then let Senator Shaheen go on this sub- 
ject, and then we will open up another subject. 

Senator SnAUEEN. Well, first of all, thank you all very much for 
being here. 

Thank you. Chair Landrieu and Ranking Member Risch, for 
holding the hearing today. 

I share what we have heard so far about the importance of the 
reauthorization of the 504 program. New Hampshire has over 96 
percent of our employers who are small businesses under the SBA 
definition. So we are truly a small business state. 

We had a hearing on this last fall, and we had a small business 
man named Bill Dunnigan from New Hampshire come down to say 
exactly what you said, Ralph — that the 504 refinancing program 
had allowed him to significantly free up cash flow, capital, improve 
his cash flow because of that program. 

And so, my question is for you, Jeanne, and that is if we let this 
program expire, if we do not reauthorize it, can you talk about 
what the impact will be on those? 

You talked about over 500 businesses that were in the queue 
waiting to try and get some help and the amount of money that 
that would leverage — almost half a billion dollars. What will hap- 
pen to those businesses? 

Ms. Hulit. Those businesses would not be able to get capital. 
The criteria for SBA lending is they cannot get credit elsewhere on 
commercially reasonable terms, comparable. So I think that those 
are jobs that would not be created; those are projects that would 
not be financed. 

The 504 program’s mission is economic development, and that 
has always been job creation. 

The 504 refinance program was instrumental because it allowed 
for job creation in a different way than under the traditional 504 
program. It does job creation and retention in extraordinary times. 

Chair Landrieu. Thank you. 

I am going to turn it over to Senator Risch who wants to talk 
about insurance, and I think that is what some of you all men- 
tioned initially. We will come back to 504, but go ahead. Senator. 

Senator Risch. Thank you. Madam Chairman. 

I want to talk a little bit about insurance. Since I have been on 
this Committee, I have been struck by the fact that so many people 
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look to the Federal Government as the insurer of disasters that 
they did not insure against. 

I would like to hear your thoughts, Mr. Muhlhausen, and anyone 
else, as to how we convince Americans and small businesses in gen- 
eral that they need to buy insurance, that risk management is just 
as important as marketing, financing, or anything else. I would like 
to hear your thoughts on that. 

Mr. Kunreuther. Thank you. Senator Risch. Let me make a 
brief comment on this, and obviously others may want to elaborate. 

One of the real challenges in this area is that prior to a disaster 
there is a general feeling that it is not going to happen to me. As 
a result, there are people who do not take protection by buying in- 
surance or making their home safer. 

The hearing today offers an opportunity to bring together the 
kind of discussion that we are having as to what will happen after 
a disaster and tie in with insurance and steps that could be taken 
beforehand. 

If there are requirements to buy insurance, if there is a way that 
homeowners and businesses can appreciate this, there is an oppor- 
tunity here to maybe tie together the kinds of comments that you 
have been making. Senator Landrieu, and others, regarding insur- 
ance so that businesses would take the steps beforehand to protect 
themselves. 

Two things would happen in that regard. One is you would have 
less of a need for those loans because people would have had insur- 
ance, and secondly, there would be an opportunity to aid the busi- 
nesses afterwards if there were things that were not covered by in- 
surance that would require a loan. 

Senator Risch. Thank you. Professor. 

Mr. Muhlhausen. 

Mr. Muhlhausen. Thank you. 

I think one of the issues is this hearing recalls memory of a hear- 
ing in the House Committee on Small Business Administration last 
year where a business owner was invited to testify about his expe- 
riences in needing loans for his company that repeatedly was flood- 
ed by the Susquehanna River. 

And I was amazed that this person had a business that was re- 
peatedly flooded, repeatedly destroyed, and he still had his busi- 
ness in the same location. So applying for disaster loans or trying 
to fix the problem after a disaster has occurred is very costly 
where, instead, maybe he should have moved his business some- 
where else or had better preventive efforts, preventive measures, to 
keep the costs down. 

What I think right now is our approach right now is to clean up 
after the fact instead of mitigating before the disasters occur. 

Senator Risch. Thank you. 

Anybody else? 

Chair Landrieu. Go ahead. 

Mr. Michel-Kerjan. Thank you. Well, let me echo what you just 
said. Senator. 

If you look at the number of presidential declarations here in the 
U.S. over the past 50 years, then you will see that back in the 
1950s we used to have about 20 per year on average, that is one 
every two to three weeks. Now, we have them about once a week. 
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In 2011, there was a record high of 99 declarations for that year 
alone. 

This has consequences. On the one hand, people have a tendency 
of relying more on the government as Hurricane Sandy clearly 
showed. If you think about who is paying at the end of the day, 
back in the 1950s it was very rare to find any disaster where the 
Fed would pay more than 10 percent of the total economic losses. 
And it would be almost impossible to find any disasters in the past 
10 years where the Fed has not paid at least 50 percent of the 
losses. 

I am not saying it is good or bad. These are just the facts. 

So the next question is, well, what do we do about it? 

For Hurricane Sandy, the American taxpayers paid about 75 per- 
cent of the total losses, including $10 billion for the National Flood 
Insurance Program. 

I think it is important, whether it is the SB A or another vehicle, 
that we start having a serious discussion with small businesses 
about not just insurance but proper financial protection, and we 
tend to have that discussion after every single disaster. We had 
that discussion after Hurricanes Katrina, Rita and Wilma and Ike 
and now Sandy, but then we tend to forget. Six months after the 
disaster, we go back to business as usual and nothing much has 
changed. 

I would love to hear from you, sir, as a business owner about 
how you think about buying insurance, whether it is flood insur- 
ance or wind coverage from the private sector. Is that something 
you purchase, or do you see it as too expensive? Are you more like- 
ly to purchase that protection now, after Sandy? 

Chair Landrieu. I think that is an excellent question, and 
Ralph, I would like you to answer it. But let me let Jim answer 
it because he represents a variety of businesses that were dev- 
astated by a storm. 

And, Jim, why don’t you answer that and then Ralph? 

Mr. Rich. What I was going to add is the insurance 

Chair Landrieu. Speak closer in your mic, please. 

Mr. Rich. It is an important answer to this whole problem, and 
businesses that had interruption insurance fared even better be- 
cause really the interruption because of lack of electricity can last 
for weeks — that is really what cripples a small business. 

But let me also share with you that — and this is not just a Texas 
problem. You know, the private insurance market is abandoning 
the coast. Yet, 40 percent of our State’s wealth is created by the 
people that work there. 

Chair Landrieu. This is the problem. 

Mr. Rich. My daughter, who is a single mother with three kids 
and lives in a small townhouse, her insurance payment for wind — 
only wind — is $2,800 a year. 

So, you know, insurance is great if it is affordable. 

The other thing with Hurricane Ike is we had record surges. 
Places flooded that never flooded before in history. They did not 
have flood insurance, and they were not on the map to have flood 
insurance. 

Chair Landrieu. They were not required to have flood insurance 
if they were not on the flood map. 
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Mr. Rich. Right. So it is a little — it is complicated. 

But we would love to have affordable insurance in Southeast 
Texas. We just do not. 

Senator Risch. Well that is going to reflect the risk, is it not? 

I mean, if she is paying $2,800, that means the risk is a $2,800 
risk and a company is going to undertake that risk, by putting it 
in the pool and earning a profit off of it. 

Mr. Rich. That is the Texas State windstorm insurance, and it 
is, you know, basically if there was a storm tomorrow in Texas they 
could not pay off any of their policyholders. They do not have 
enough reserves because it is a state-run entity. The private mar- 
ket has left. 

Senator Risch. Do they buy re-insurance? 

Chair Landrieu. No. 

Mr. Rich. No. 

Mr. Kunreuther. And that is changing as we speak. 

Mr. Rich. There are reform bills proposed. 

Chair Landrieu. Well, Texas and Florida are in very bad shape 
right now. Texas and Florida are in very bad shape. 

Jeanne, you had something. Go ahead. 

Senator Shaheen. Well, I just wanted to applaud the suggestion 
that this is a conversation that we really need to have because we 
are in a very different environment than we were 50 or 60 years 
ago, as you pointed out. And, you know, whether you want to at- 
tribute the basis for the disasters that we are experiencing to cli- 
mate change or not, the fact is we are experiencing more disasters. 
The weather has changed, and it is having the kind of impact that 
you talk about, Mr. Rich, where we do need to think about how we 
are going to act differently to address this because it is not likely 
to go away based on what we are hearing from scientists. 

And so, the question is, how do we revise Federal policies to bet- 
ter address the current environment that we are in? 

Chair Landrieu. Insurance — let’s stay on the Senator’s point. 
Senator Risch, go ahead. 

Mr. Michel-Kerjan. One thing we have proposed — and we 
would love to hear your feedback — is to have risk-based premiums 
so insurance is actually a signal of your exposure. Whether you like 
that price or not is another issue, but maybe you are actually ex- 
posed to that level of expected losses without knowing it. 

So the other proposal we have made is the possibility for the 
Federal Government to start an insurance voucher program to ad- 
dress the affordability issue. 

For instance, if, people have been living in an area for a long 
time, it is hard for them to just leave that area, and they might 
not have the means to pay for this rapidly increasing price of insur- 
ance, especially when it doubled or tripled over the past 10 years. 

So, what about having an insurance voucher program that will 
compensate part of that price increase for some of these people? 

That would be an up-front cost, but at the end of the day, given 
all the Federal relief we have been giving over the past 10 years 
and what I expect to come soon next, that might actually be the 
best investment that we can make. 

I do not know whether, Howard, you want to chime in. 

Chair Landrieu. Howard. 
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Mr. Kunreuther. To elaborate on the point that Erwann has 
just made, I think there is a real opportunity, in light of Hurricane 
Sandy, to use the Biggert-Waters bill, passed in July 2012 that re- 
authorized the flood insurance program for five years, where a 
number of these ideas are now on the table. To our knowledge, it 
is the first time that Congress has actually authorized risk-based 
rates as a basis for insurance. That poses problems that we are 
talking about in terms of affordability. 

So we have to couple, as Erwann was saying and as we have 
been writing about over the last few years, some notion of afford- 
ability. Insurance can then play the role that it is designed to 
play — to let people and businesses know how hazardous the area 
is, and to encourage investments in risk mitigation measures. 

And I know this is a Louisiana-Mississippi problem after 
Katrina — how do you build safer homes? And that is exactly what 
New Jersey and New York are facing right now, after Hurricane 
Sandy. 

You can give people a premium reduction, but unless one couples 
the voucher with this, it is going to be very, very hard for all the 
reasons that we are going to hear, as you were saying. Senator 
Shaheen, people cannot afford premiums that reflect actual risk. 

And that is, I think, the challenge we face here. 

But, if we can move in this direction, then I think a lot of the 
issues that are being discussed in terms of what happens after the 
disaster can be mitigated and you may not require quite the same 
kinds of loans and collateral payments because small businesses 
will be protected. 

Chair Landrieu. I am going to get to Senator Heitkamp in a 
minute, but I want to really focus our thoughts to the small busi- 
nesses along the coast or in other areas that are experiencing these 
disasters. Okay? 

We think of the coast; think small business. 

Then also think big businesses and about the insurance that the 
Senator has raised because this is a real challenge to the sustain- 
ability of small business in America. 

The question of: How do you get the right insurance, how do you 
afford the right insurance, to limit the Federal Government’s expo- 
sure but to maximize resiliency. 

Now let me just say one thing, and I will turn it over to Senator 
Heitkamp. 

In Louisiana, I love to say this because it is true. We are not 
sunbathing on our coast. We are not building condos on our coast. 
We are running the Mississippi River for the entire country. We 
are developing oil and gas for the entire country. And we are sup- 
plying 40 percent of the seafood. 

My small business people — ^yeah, we have ecosystem tourism and 
hospitality, and we can put on a party when we want. But most 
of the small businesses. Senator, that I represent on the coast are 
people that are fishing, commercial fishermen, you know, oil and 
gas roustabouts, small businesses that are — how do we keep them 
healthy and, yes, having insurance but insurance that they can af- 
ford for the benefit of the whole country? 

And you do not have a coast. Senator Heitkamp, but you have 
challenges, don’t you? 
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Senator Heitkamp. We have a lot of shoreline, Senator Landrieu. 
It is called Lake Sakakawea. You like to refer to it as other things. 
But we retain a lot of water for the whole Missouri Basin, and we 
are pretty proud of that. 

And when it did not work in 2010, it was pretty scary as we 
watched the water come up and literally pass my house. Sixty- 
seven trillion gallons of water went by my house in a twenty-four- 
hour period in the Missouri River. Think about that. 

No one ever thought that would happen. It is a discussion that 
we have with the Corps on a regular basis. 

But I want to make a couple points, and I guess to the gen- 
tleman from the Heritage Foundation. We can always find the one 
or two guys who do not quite get it, who do not mitigate, who do 
not take care of themselves and expect someone to bail them out. 
That is not my experience in North Dakota. 

My experience in North Dakota is people sit and they try and 
think proactively about: Now that I have had this experience what 
do I do to mitigate it? What do I do to protect myself? 

We have a record of protecting ourselves in our flood and sharing 
those costs between neighbors and not burdening the Federal Gov- 
ernment. But sometimes really bad things happen, and we need to 
have a system to recover. 

Now, on business interruption insurance, I can tell you, you 
know, as a member of the Industrial Commission, I ran the state 
mill. You may find that interesting. We mill flour. We had business 
interruption insurance during the Grand Forks flood, but the peo- 
ple who worked at the mill had to protect their houses. 

The sad fact is for a small business, frequently, in a natural dis- 
aster, they are not only hampered by the fact their business is im- 
pacted. Their home is impacted. Their employees are impacted. 

And so, you cannot just look at business insurance necessarily. 
You have to broaden the whole scope of how do you protect commu- 
nities. 

And, you know, I just want to make one point about insurance 
and one point about risk mitigation. 

I was asked when I bought a house here to buy earthquake in- 
surance. Do you think I should have bought earthquake insurance? 

Mr. Kunreuther. In North Dakota? 

Senator Heitkamp. No, no, no, here in Washington, D.C. You re- 
cently had an earthquake event. 

Mr. Kunreuther. Was it expensive? 

Senator Heitkamp. Well, see right there. And isn’t that the 
point? 

The point is that right now we do not know what is going to 
come. 

And when the Missouri River floods and no one thought the Mis- 
souri River ever would flood given the dam system, how much do 
we blame the person who has not done the right things? 

And so, I think as somebody — I am going to have to leave pretty 
quick, but I just want to mention the economic value, the economic 
downturn. I saw it. And you might find this shocking given North 
Dakota’s reputation right now, but during the eighties and the 
nineties we had some tough times. And if it had not been for SBA’s 
loan guarantee programs, which are no cost in North Dakota be- 
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cause we repay our loans there — we were able to invest in busi- 
nesses now that are enjoying tremendous success. 

And so, that is not a handout. That is a hand up. 

And I applaud you, Mr. Hardt, for the work that you have done 
in weathering the storm of this bad economy. 

I applaud you, Mr. Rich, for the work that you have done in 
weathering the storm. 

You guys are the guys who are going to make it happen for us, 
and so if we can make this no-cost government program work I am 
all for it. 

Chair Landrieu. Okay. The Heritage Foundation — why don’t you 
respond to that directly? And then we will get everybody else. 

There was a vote called. There is going to be a vote called, I 
think, in a few minutes. We are going to go for another five min- 
utes and then take a break and let everybody vote because we have 
two votes. Then I am going to come back and finish up. 

And for anybody — all of you all need to come back, for those of 
you who can come back if you are able to. 

But go ahead. Heritage, go ahead and respond. 

Mr. Muhlhausen. Senator Heitkamp, I think you should be com- 
mended for coming from a state that has communities that help 
each other. And I think all communities across any state are going 
to have people come out and help each other when a natural dis- 
aster strikes or any type of disaster strikes. 

But I think the problem with the Federal Government is that it 
pays so much for natural disaster recoveries that were once en- 
tirely local or just within a state. What we are doing is the state 
governments now, and local governments, are less inclined to be 
prepared as they should to respond and solve these problems be- 
cause the Federal Government is very generous in its funding of 
recovery efforts. And so, I think what happens is that you get less 
of a robust response from state and local governments in terms of 
the long-term recovery efforts. 

Chair Landrieu. Okay. You know, I do not know if that is true 
in other states, but I have to tell you that is not the experience in 
Louisiana. 

What the experience in Louisiana is, is communities — all 64 par- 
ishes — are just frightened to death that Katrina is going to happen 
to them, and they are desperately trying to get mitigation money 
every day. 

Now we just had this debate on the Senate floor when there were 
some people that said that mitigation money had no place in a dis- 
aster response bill. I do not know if you missed that debate. 

And then the other argument was some people thought we 
should not have the mitigation money in the Sandy bill and took 
it out because they did not think it belonged there. 

So I do not know. If it does not belong there, where does it be- 
long? 

And, number two, if it had to belong, we had to offset it because 
mitigation either is not a high enough priority or it requires a re- 
duction in other expenditures of the Federal Government. 

You are talking to a person — you know, with all due respect, 
David — that had a whole city go underwater because the Federal 
Government does not have enough money in the Corps of Engi- 
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neers budget to protect us since the 1950s. And we kept saying 
please help us build these levees. Of course, they did not. Then 
when they built them, they collapsed in 52 places. 

So I am a little bit confused. 

I mean, I understand that you are opposed to — and I agree — the 
Federal Government picking up 100 percent of the tab or even 90 
percent of the tab, but I am not sure it is correct that states and 
local governments are not taking precautions and using their own 
money to try to do this. 

I mean, they are scrambling to build levees in my State, not de- 
pending on just the Federal Government to come in. 

Let me get — and I will come back to you for response. 

Go ahead, Mr. King. 

Mr. King. I would just like to add, I think, the insurance ques- 
tion is one that I wish I were not becoming more and more expert 
at daily. And I am amazed at the number of people who do the 
right thing, who take insurance, and then you find out that the 
coverage does not extend because of this unusual circumstance, and 
all of a sudden the coverage covers 10 percent of the damages. 

Chair Landrieu. Right. 

Mr. King. And that is something that is extremely troublesome, 
and I am not sure how to resolve it within the Committee, but I 
think it needs to be addressed and really explained. 

I mean, I do not know whether we have clear language opportu- 
nities. But we had people that were absolutely certain they were 
covered, and a very small portion were. 

Chair Landrieu. And found out they were not. 

Mr. King. Right. 

Chair Landrieu. Senator Cowan, and then I want to put into the 
record this affordability amendment that our Committee has sub- 
mitted on insurance. I am not going to go into it, but for the record 
so the members can look. These are some of the suggestions that 
we have made about really focusing on — and you all helped us with 
this — the affordability piece of insurance for business and the cov- 
erage, et cetera. 

But go ahead. Senator Cowan. 

[The information follows:] 
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S.L.C. 


AMENDMENT NO. Calendar No. 

Purpose: To establish a pilot program to provide targeted 
financial assistance to low-income individuals who cannot 
affoi’d flood insurance coverage. 

IN THE SENATE OF THE UNITED STATES— 112th Cong., 2d Sess. 

S. 1940 

To amend the National Flood Insurance Act of 1968, to 
restore the financial soDcncy of the flood insurance 
fund, and for other purposes. 

Referred to the Committee on and 

ordered to be printed 

Ordered to lie on the table and to be printed 
Amendment intended to be proposed by Ms. IjAXDRieu 
Viz: 

1 In section 140, strike subsection (d) and insert the 

2 following: 

3 (d) Funding. — Notwithstanding section 1310 of the 

4 National Flood Insurance Act of 1968 (42 U.S.C. 4017), 

5 there shall be available to the Administrator from the Na- 

6 tional Flood Insurance Fund, of amounts not otherwise 

7 obligated, not more than $750,000 to earw out sub- 

8 sections (a), (b), and (c) of this section. 

9 (e) Pilot Program. — 

10 (1) In general. — Not earlier than 90 days 

1 1 and not later than 180 days after the date on wiiich 
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S.L.C, 

2 

the Administrator submits the report required under 
subsection (c), the Administrator shall establish a 
pilot program (referred to in this subsection as the 
“program”) to provide means-tested, targeted assist- 
ance through vouchers or subsidies for the purchase 
of flood insurance to individuals who are economi- 
cally distressed and cannot afford flood insurance 
coverage. 

(2) Eligibility. — 

(A) In general. — The Administrator 
shall establish appropriate criteria under which 
an indhidual may qualify for a voucher or sub- 
sidy under the program. 

(B) Income requirements. — The criteria 
established under subparagraph (A) shall speci- 
fy that an indmdual is not eligible for a vouch- 
er or subsidy under the program if — 

(i) the annual adjusted gross income 
of the household of the indmdual is great- 
er than 80 percent of the area median in- 
come, as determined by the Secretary of 
Housing and Urban Development; or 

(ii) the individual does not reside in 
an area that is subject to the mandatorj’^ 
purchase requirements under sections 102 
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S.L.C. 

3 

and 202 of the Flood Disaster Protection 

Act of 1973 (42 U.S.C. 4012a and 4016). 

(3) Vouchers and subsidies.— 

(A) ilDJUSTMENT OF AMOUNT. — The Ad- 
ministrator may adjust the amount of a voucher 
or subsidy provided to an individual under the 
program based on the level of financial need of 
the household of the indmdual, including by es- 
tablishing a tiered system, sliding scale, or 
standard of affordability that evaluates the cost 
of flood insurance coverage as a percentage of 
the adjusted gross income of a household. 

(B) Limitation. — The amount of a vouch- 
er or subsidy provided to an indmdual under 
the program may not exceed the cost of flood 
insurance coverage for the individual under the 
National Flood Insurance Program. 

(4) Use of vouchers and kSubsidies. — The 
Administrator may not provide a voucher or subsidy 
under the program to an indhddual to pay for flood 
insurance coverage under the National Flood Insur- 
ance Progi’am for — 

(A) any property that is not the primary 
residence of the individual; 

(B) any business property; or 
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(C) any real property purchased by the in- 
dmdual after the date of enactment of this Act. 

(5) Administration. — 

(A) In general. — The Administrator may 
take all necessary and appropriate action to 
carry out the program, including entering into 
agreements with other Federal agencies, agen- 
cies or instrumentalities of State, local, or spe- 
cial-purpose local governments, or private or 
nonprofit organizations to cany out the pro- 
gram. 

(B) Requests for information. — Not- 
withstanding any other provision of law, the 
Administrator may request information from 
the Secretary of the Treasury, the Social Secu- 
rity Administration, or a State agency in order 
to verify information relating to the income 
of — 

(i) an indhidual seeking to participate 
in the program; and 

(ii) the household of an indhidual 
seeking to participate in the program. 

(6) Funding.— 

(A) Source of funding. — Notwith- 

standing section 1310 of the National Flood In- 
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suranee Act of 1968 (42 U.S.C. 4017), the Ad- 
ministrator may use amounts of the National 
Flood Insurance Fund not otherwise obligated 
to cany out the program. 

(B) Total aaiount op funding. — The 
total amount of the vouchers and subsidies pro- 
\dded under the program for a fiscal year may 
not exceed $10,000,000. 

(C) Offsets. — Notwithstanding any other 
provision of this title or the amendments made 
by this title, the Administrator may not in- 
crease risk premium rates for flood insurance 
coverage under the National Flood Insurance 
Program to offset amounts expended by the Ad- 
ministrator to carry out the program. 

(7) Report. — Not later than 3 years after the 
date on which the Administrator establishes the pro- 
gram, the Comptroller General shall submit to the 
Committee on Banking, Housing, and Urban Affairs 
of the Senate and the Committee on Financial Seiw- 
ices of the House of Rcpi-esentatives a report that 
evaluates the performance and outcomes of the pro- 
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gram. 
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6 

1 (8) Sunset. — O n and after September 30, 

2 2017, the Administrator may not provide a voucher 

3 or subsidy to any individual under the program. 
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Senator Cowan. Thank you, Madam Chair. I want to thank you 
and Ranking Member Risch for calling the meeting and raising 
these two important and related topics. And I appreciate the con- 
versation. 

You know, I am one who believes that the government has a role, 
and it is not to solve everyone’s problem, but it is to help people 
help themselves and better their situations. And when it comes to 
small businesses, the issues around insurance and disaster relief 
are critically important, and government does have a role to play 
there. 

I, too, take issue with the suggestion that there is an abundance 
of cities, towns and states who are not thinking in advance and try- 
ing to do the right thing around these issues. 

You know, I come from the State of Massachusetts where we are 
not known for being a tornado alley, but a couple of years ago we 
had a tornado unexpectedly. And when I say unexpectedly, I mean 
something that had not happened in too many decades to count 
sweep through Central and Western Massachusetts and devastate 
small businesses and homes. 

I can almost guarantee you there was not enough insurance or 
no one had the kind of insurance necessary for that because the 
risk was de minimis, if it existed at all. There is a role for govern- 
ment to play in that circumstance, and I applaud the SB A who 
stepped in, as did some other Federal agencies, to help those small 
businesses get back on their feet and bring those communities back 
to life. 

I also take exception — having worked in the government in Mas- 
sachusetts as Chief of Staff of the Governor — to the suggestion that 
we were not prepared or our cities and towns are waiting for the 
Federal Government to give us a handout. We have a robust emer- 
gency management protocol in Massachusetts, but that emergency 
management protocol was not prepared for that situation because 
it was not on the books before. 

I am all for risk management as a component of business and 
business development, economic development, and I do not know a 
small business owner anywhere in Massachusetts who does not 
think about insurance. But there is a real challenge, as Mr. Rich 
has addressed and others have alluded to; not every small business 
owner can get insurance. 

We are talking about access to capital. There is a separate and 
related conversation about access to insurance. 

And we, too, have a large coastal economy in Massachusetts, and 
we do throw a good party too. 

[Laughter.] 

And I invite you all, please come to the Cape and Islands this 
summer where you are always welcome. 

Chair Landrieu. Where they do sunbathe. 

Senator Cowan. We do sunbathe. 

Chair Landrieu. They also work. 

Senator Cowan. Not so much me, but we do sunbathe. 

Chair Landrieu. Well, that is true, yeah. 

Senator Cowan. But do come because you will see an abundance 
of small businesses — seasonable businesses — who need capital, who 
need coverage. But there are moments in time because of severe 
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weather events — and they are increasing more often — that the in- 
surance is not there, or if they have insurance, as Mr. King has al- 
luded to, it is just not the kind of insurance they thought they 
needed for those circumstances. And I think that is why it is im- 
portant that the SBA and other governmental agencies, to the ex- 
tent they have the resources and do the homework, are there for 
them. 

And it is not easy for everyone to just move their business, and 
frankly, I do not want everyone to move their businesses. I need 
that coastal economy. Right? 

I need that coastal economy. So I welcome the conversation. 

I was actually going to — and I put it to Ms. Fingarson from the 
Independent Business Association. I would love to hear your 
thoughts around this issue, sort of access to insurance for those 
small businesses you represent. Is it a challenge, and how do your 
members meet that challenge? 

Ms. Fingarson. Thank you for the question. 

I was looking at our small business economic trends report. It 
was released on Tuesday. We survey our members every month. 
We have been doing this since 1986 and quarterly since 1974, and 
cost and availability of insurance was 8 percent for the single most 
important business problem. 

How does that compare to everything else on the list? Taxes and 
government regulation tied for 21 percent. So it is just not that 
high up on the single most important problem. 

That is the latest data I have on that. I can also go back and 
see what our research foundation has in response to your question 
and get back to you. 

Thank you. 

Chair Landrieu. Go ahead. 

Mr. Kunreuther. I would like to follow up on several of the 
points that have been raised, knowing we have only a couple of 
minutes. I think what you raised. Senator Heitkamp, is a very im- 
portant aspect in terms of what people can do beforehand and then 
what they have to do afterwards. 

And you. Senator Cowan, elaborated on that. 

One of the really important issues is to understand what kinds 
of insurance are available. 

Can we make it more transparent? 

We can use the Biggert-Waters Act to move in that direction, to 
make insurance more affordable for people who are currently in the 
area — not for people moving in — recognizing that most are not pur- 
chasing insurance. You may have to think about requirements. It 
will be important to get data on how many businesses have been 
able to get insurance, actually purchased it and then later can- 
celled their policy. 

We have a great deal of data, as Erwann was mentioning, on the 
National Flood Insurance Program where we see that after a few 
years, often those who do not have a claim, cancel their policies be- 
cause they treat this as an investment and it is not paying off. 
They do not appreciate that the best return on an insurance policy 
is no return at all. You should celebrate the fact you have not had 
a loss. 
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We need to recognize at least that is a potential problem, as you 
were mentioning, and gain a better understanding of what insur- 
ance coverage businesses can purchase and whether they see hurri- 
canes and floods as a concern. If we do not do that, I think we fail 
to take into account the lack sometimes of people saying this is 
something we should be doing and continue to do even if we do not 
collect on our premiums. And that is something, I think, needs to 
at least be addressed. 

Chair Landrieu. Okay, I am going to get Ms. Hulit and then 
David again, and then we are going to break for the vote. And then 
I will get you, Ralph, when we come back. Go ahead, Jeanne. 

Ms. Hulit. Thank you. I just wanted to add some perspective. 

I was a commercial lender for 20 years, and we never wrote a 
commercial loan without doing a requirement check for whether or 
not they were in a flood zone and required flood insurance. And if 
they did not require flood insurance because they were not in a 
flood zone, if there had been a regulation requiring them to pur- 
chase flood insurance, I would have had a riot on my hands with 
my borrowers. 

I mean, the fact is if they do not perceive that there is a need 
because there has been no experience of flood, then they do not 
want to pay the cost. So requiring people who may not be in an 
area to, as a small business, purchase insurance for a risk they do 
not expect is a burden to small business. 

Additionally, I was regional administrator in New England, as 
Senator Shaheen knows, and had the opportunity to be in Massa- 
chusetts when the tornado hit, and in Vermont — not a coastal com- 
munity, a mountainous community. Those communities were dev- 
astated by floods because of Hurricane, or storm, Irene. These were 
not rivers that had river flood plains. These were creeks that over- 
flowed and wiped out businesses and homes. And so, the perception 
that those homes should have had flood insurance is, quite frankly, 
absurd. 

And that is my concern — that we are — you know, the gentleman 
from the Heritage Foundation’s position that they should have had 
insurance is concerning because in a mountainous region they 
could not have anticipated that. 

Additionally, on the economic injury side, when in a mountainous 
region, when you have one road that goes this way and one road 
that goes this way, when the road that goes east-west is wiped out 
and the truckers who have to get the business goods to and fro had 
to increase their mileage by going all the way up north to Bur- 
lington and all the way back down and increase their costs, that 
is not business interruption. That is not physical damage. That is 
economic injury, and that is what the disaster program funds. 

Chair Landrieu. David. 

Mr. Muhlhausen. Well, let’s say that states and local govern- 
ments actually need to do a better job. And what I mean is that, 
for instance, take caps on insurance premiums. When you have 
caps that prevent insurance companies from actually charging 
what the risk is, that is a problem. That is maybe beyond the scope 
of this Committee, but there are a lot of things that state and local 
governments need to do better. 
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And in many cases a lot of these disasters are entirely local and 
should be handled by the locals and not the Federal Government. 

Chair Landrieu. Well, they are. Local disasters are handled 100 
percent by the locals. It is only catastrophic disasters — you have to 
reach a certain threshold. 

Now there is a debate going on right now about maybe that 
threshold is too low, but please do not let the record say the Fed- 
eral Government comes in on every disaster. Local disasters are 
handled 100 percent locally. It is just when a disaster is regional 
in nature or it meets a threshold of injury that the Federal Govern- 
ment steps up. 

All right, we are going to have to take a break to go vote, but 
we will come back. You all take 10 minutes. It will take us about 
10 or 15 minutes, and we will resume. 

[Recess.] 

Chair Landrieu. Welcome back. The other members will join us 
as the votes on the floor allow, but let’s continue our very robust 
and I think informative discussion on two major issues that are 
pending before this Committee. 

One is the appropriate response to disasters through the SBA 
loan programs, how those programs are working and in what part- 
nership they should be with insurance. I think because Senator 
Risch is very interested in this it got into a very good discussion 
of the problems and challenges for small business, you know, get- 
ting insurance, the right kind of insurance at the affordable levels, 
et cetera. 

And then we also wanted to focus some time and attention — and 
we have about 20 minutes left — on this access to capital through 
the 504 refinancing and the SBIC family of funds issue in the 
Small Business Investment Companies. 

So let’s just take one last comment — I think it was Mr. Hardt — 
on insurance that you wanted to talk about, and then I would like 
to move to some discussion of the SBIC programs. Go ahead. 

Mr. Hardt. Yeah, I just wanted to give you a perspective from 
the business owner side. 

First of all, when I started the business, we had 10 employees. 
And I was doing the payroll, and I was doing everything to get us 
going. 

And things were simpler then. I think part of the insurance issue 
is that things were simpler then. 

We have business interruption. We have every type of insurance 
we can think of — kidnap and ransom, you name it. But our policy 
is probably 300 pages, and there are as many exclusions as there 
are inclusions. And if I did not have the size of the business that 
we have, that we have a very Type A CFO that actually reads 
these things and goes back and fights and gets additional riders 
from the insurance companies to mitigate our exclusions, we would 
not have the type of coverage we have. 

So I think some of it is a larger business versus a small business 
issue, and somehow we have to overcome that. 

The second thing, real quick, from a small business issue because 
I was there and still am there — the first thing I am going to do is 
pay my health care bill every month at $12,000 per family and 
$6,000 for individual. That comes out first. 
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The second thing I am going to do is pay my worker’s comp in- 
surance. That comes out second. 

Hopefully, there is enough of a pie to have a good insurance pol- 
icy after that. 

Chair Landrieu. Thank you. 

And one thing I would like you to submit for the record — and for 
those of you that are experts on it, the 300-page insurance form — 
is that generated by the company, the 300 pages, or is it 300 pages 
because the Federal Government or state governments require 
some of this disclosure? 

And I do not want to get into a big discussion of that, but since 
we are really fighting with the SBA and the U.S. Government to 
get their forms down to reasonable, you know, clearly understood 
English, I would like to know if we need to push the insurance in- 
dustry or they can push themselves to get that kind of, you know, 
plain English, big print, you know, clear guidelines because, well, 
yes. Federal regulations can be tough at times and we would like 
to eliminate ones that do not work. Sometimes there are businesses 
that are unnecessarily — the insurance industry may be making it 
difficult for some of our small businesses to get clarity on what 
they need. 

Go ahead. 

Mr. Michel-Kerjan. It is probably true for both private and 
public insurance. For flood, residential, and small business cov- 
erage is typically done through FEMA. 

Chair Landrieu. Flood insurance? 

Mr. Michel-Kerjan. Yes, flood insurance for small businesses. 
One possible challenge, though, is that you do not usually deal with 
FEMA directly, you are dealing with an insurance company or 
agent who is selling you a FEMA policy. 

So because FEMA is the only insurer, there is nothing that 
would preclude FEMA from creating a simpler policy. We just need 
to ask them to do it. There is only one insurance company — the 
Federal Government. 

Chair Landrieu. And how is that application? Have you seen one 
lately? 

Mr. Michel-Kerjan. It is kind of long — maybe with fewer exclu- 
sions than the private market might have, but still — so I think we 
can do much better right here. It would be a matter of bringing 
FEMA to the table to see what could be done in collaboration with 
them. 

Chair Landrieu. Okay. That is a very good idea. 

Go ahead, Howard. 

Mr. Kunreuther. I think this is a tremendous opportunity to 
push in the direction that you are talking about. The insurance in- 
dustry is more receptive to this now because of all of the challenges 
that it is faced with. If one can make the case that unless one can 
understand what a policy is covering and not covering, you have 
really unfortunate occurrences of homeowners and businesses not 
being protected or thinking they are protected when they are not. 

I hope we can take advantage of the dialogue we are having 
today to move in that direction. The Wharton Risk Center has ad- 
vocated that the insurance industry has a responsibility to provide 
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the kind of information that makes it easy for people to understand 
the nature of the contract. 

Chair Landrieu. Okay, Mr. Rivera. 

Mr. Rivera. Senator, I just wanted to say for the record there 
was an example about a recurring disaster loan, so forth and so on. 

For Superstorm Sandy in a situation — the footprint of Sandy — 
I would say 80 percent of it had not been flooded before. So, in 
these kinds of situations, a lot of individuals did not have flood in- 
surance because that is not part of the footprint. You know. 

But as a result of the disaster loan, we will require where it is 
required by law to require flood insurance and where it is required 
by policy if they are outside the flood plain. Just so we can protect 
the collateral in the event there is another disaster that occurs. So 
they do not have to come back to the Federal Government and get 
another loan. 

But I would go back to the situation where most of our loans are 
for uninsured or underinsured situations, where the gap is the 
rider that this person did not get because they did not anticipate 
having the earthquake or having, you know, the windstorm or hav- 
ing the flood insurance. 

So just for clarity purposes, just to make — I sometimes — you 
know, I just want to make sure for the record everybody under- 
stands that we do require the insurance that is associated with the 
peril that impacted that disaster borrower. 

Chair Landrieu. Okay. I am going to take one more comment, 
and then we are going to move to the SBIC issue. 

Mr. Michel-Kerjan. To one point, I guess it is a question, “How 
long do you require people to keep their policy?” 

We looked at the entire portfolio of the National Flood Insurance 
Program — about five million policies — and we have asked the ques- 
tion, how long do people keep their flood policy? On average, it is 
three years. 

Chair Landrieu. Okay. How long do people keep 

Mr. Michel-Kerjan. Do people keep their flood 

Chair Landrieu [continuing]. Their flood policy for what? 

Mr. Michel-Kerjan. Well, for protecting their house or their 
small businesses. And the answer on a national basis is three 
years. 

So people — you may ask them to buy that coverage — 

Chair Landrieu. To buy it to get the loan. 

Mr. Michel-Kerjan. Yes. 

Chair Landrieu. But then they do not keep it. 

Mr. Michel-Kerjan. That is the point. 

Mr. Kunreuther. That is not well enforced. 

Mr. Michel-Kerjan. It has been a challenge 

Chair Landrieu. What is your answer to that? 

Mr. Rivera. So, if you do not keep it, you have assumed the risk 
and you do not get another loan. 

That also applies for grants. If you get a FEMA grant, you are 
going to get a requirement that that property be insured by NFIP 
for the life of the property. 

Mr. Michel-Kerjan. The enforcement aspect has been an issue. 

Mr. Rivera. It is very — well, we can ask Craig Fugate to come 
and testify, but I am sure he will say that that is enforced. 
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We have the same issue if somehody has a FEMA loan — I mean 
a FEMA grant or if we have had an SBA loan. You know, they 
have assumed the risk from our perspective. So we do not provide 
them with another disaster loan. 

Chair Landrieu. One more point because I tell you this is get- 
ting a little bit out of our jurisdiction, as you know, but go ahead. 

Mr. Kunreuther. For the record, we have talked with FEMA 
and they have said explicitly that it is the banks’ responsibility to 
enforce this regulation. 

Chair Landrieu. Okay. What I am going to suggest to our staff, 
both Rs and Ds, is let’s think about either another roundtable or 
a hearing where we have FEMA — well, let’s start with the commit- 
tees. Homeland Security, our Small Business Committee and the 
Banking Committee 

Mr. Kunreuther. That would be great. 

Chair Landrieu [continuing]. Because Banking has jurisdiction 
over insurance. Homeland has jurisdiction over FEMA, and we try 
to have an advocacy, not that we have jurisdiction, but we try to 
be an advocate for small business. And this is a real problem. 

Mr. Kunreuther. It is. 

Chair Landrieu. You know, on one side you are right, David; the 
Federal Government is spending more and more and more money 
responding to disasters. 

On the other side, you know, you want to have an insurance- 
based risk management system, but if insurance is not available or 
too expensive or too complicated for businesses to understand, or 
if no one is enforcing them to have it, then the whole system gets 
out of balance. 

That is why I have stayed on this issue — because I know the 
tendency is once the storm is over to forget. I have made a promise 
to my citizens never to forget Katrina or Rita or Isaac or Ike or 
Gustav. 

I mean, we have had so many storms in the Louisiana-Texas 
area. I cannot let — we will not forget. 

And this system is really broken, and it needs some fixing. 

Now there was a House bill that is very interesting, that I have 
not studied, that was just filed on this subject yesterday, on a 
backup insurance. Does anybody know anything about that? A 
backup? Anybody? 

Okay. I just found out about it this morning. So, anyway — but 
there are several insurance bills that are filed. 

But I think the Senator has raised an excellent point. I was just 
going to say thank you for raising insurance because, I mean, it 
was part of our roundtable. But what we figured out is while our 
Committee does not have jurisdiction over this. Homeland does; 
Banking Committee does. 

But it is a real problem for small business. So what I am going 
to suggest is we will come back and do something with those other 
committees at an appropriate time. 

Senator Risen. Madam Chairman, first of all, let me say that 
when you start talking about insurance it is a great intellectual ex- 
ercise. When you are talking about insurance you have a loss that 
someone is going to have to sustain the loss, either the person who 
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actually sustained or someone else. There is going to be pain in- 
flicted on whoever it is that sustains the loss. 

The question is, how do you deal with that? 

Is it right to take a loss that is painful to someone and force it 
off onto someone else who had nothing to do with it, someone who 
chose to locate their business in a place that had substantially less 
risk? 

It is a really good intellectual exercise in American thinking as 
to how Americans handle a loss that they undertake. 

After all, whenever we see tragedies like the hurricanes, it brings 
the issue into focus. However, the fact is that every day American 
businesses and individuals suffer from floods, fires, and earth- 
quakes if you put all those daily occurrences together, it would 
equal the kind of tragedies that you see with a hurricane or other 
large disaster. 

If you put all the losses together on a daily basis or all together 
on a weekly basis, you would find that the losses were very similar 
to what you get with large disasters, but they hit us differently. 
They are portrayed in our mind differently when you see so many 
people that are affected at once. 

So it is good to have these intellectual discussions and see if we 
really are committed to a free enterprise system, where people do 
not view the Federal Government as being the solver of every prob- 
lem that comes down the pipe. 

It is a good exercise to have. 

Chair Landrieu. No — and more than an exercise. I mean, there 
is actually some possibility of actually changing something. That is 
the great thing because this disaster is getting very, very expensive 
for the taxpayer, very frustrating for businesses. 

The single most important problem according to this one organi- 
zation, which is the largest organization — taxes at 21 percent; in- 
flation at 6; poor sales, which would reflect a weak economy, at 18, 
finance and interest rates, 2; cost of labor, 4; government regula- 
tions and red tape at 21; compensation from large businesses at 8; 
quality of labor at 5; and insurance at 8; and all others. 

But it still is an important issue to business, I think generally, 
and more importantly to the cost of the Federal Government. 

But since we have spent a long time on insurance, let’s go to FIB. 

I am sorry. Let’s go to SBIC. I am getting all my acronyms con- 
fused. 

Go ahead, Bengal. 

Mr. Selassie. Sure. Well, I just want to give you a perspective 
on the — and it is away from the disasters and sort of on some of 
the successes that are going on in small businesses through the 
Small Business Association. 

So I am here on behalf of the SBIA, Small Business Investor Alli- 
ance, a premier organization for small and middle market inves- 
tors. And SBIA members provide vital capital to small and medium 
size 

Chair Landrieu. And how many members are there? A couple 
hundred? 

Mr. Selassie. There are 156 or so. 

Chair Landrieu. Okay. 
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Mr. Selassie. And we provide vital capital to small and mid- 
sized businesses nationwide, resulting in economic growth and job 
creation. 

So, as mentioned earlier, my fund has $230 million and makes 
equity investments in small businesses, and we have done so across 
the country in 12 states. 

So I will highlight just one 

Chair Landrieu. If you can highlight one or two just really 
quickly, and then I would like some comments from everybody else. 

Mr. Selassie. Sure. I will highlight a portfolio company in Sen- 
ator Risch’s State. We made investment in a company called Track 
Utilities, located in Meridian, Idaho. Track has grown since our in- 
vestment from 109 employees to 155 employees, and it provides 
bundled services. It really lays fiber and cable for power companies. 

So Idaho Power is a big customer. CenturyLink, which acquired 
the old U.S. West assets and happens to be headquartered in Lou- 
isiana, is their largest customer. 

They really provide a vital service, particularly with some of the 
mandates for internet infrastructure and certain minimum levels 
for everybody in the country. 

Chair Landrieu. Now why couldn’t those companies go to a reg- 
ular bank, or did they try to, and what was the added value that 
you were able to bring to them? 

Mr. Selassie. Sure. And they do have a regular banker in the 
capital structure. The senior banker who has got a first lien on the 
trucks and the assets and one that looked at what is the actual 
asset value of the business is the old Valley Bank Corp which got — 
an Idaho bank which got acquired by KeyBank. And they provided 
the first $6 million of capital for the company. 

We then provided the next $7 million, which was really 
collateralized by cash flows rather than assets. So it is that next 
level of capital below asset-based levels that the companies are 
having a hard time getting. 

Chair Landrieu. And is it because the bank cannot use cash 
flows as collateral? 

Mr. Selassie. Yes. I think with some of the regulation and laws 
that have come about it is very punitive to the bank’s capital ac- 
counts. 

Chair Landrieu. Under Dodd-Frank or even before Dodd-Frank? 

Mr. Selassie. A combination, but I think it has been exacerbated 
with some of the legislation. 

So, you know, for them to make that sort of loan, they have to 
reserve almost 100 percent cash against that, which is not an effec- 
tive model for a bank. 

So what actually a number of banks have begun to do is invest 
in funds like ours with their private capital to help 

Chair Landrieu. I want to be really clear about this because I 
think. Senator Risch, this is a very important issue for our Com- 
mittee. 

I mean, I think what you just said was so important. The bank, 
you could assume, might have wanted to lend the money, but they 
could not lend the money because the regulation would require 
them to keep 100 percent — retain 100 percent. So it was not a good 
model for them. 
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That does not negate the fact that the business was a reputable 
business, that the business absolutely could pay back the loan, that 
the business needed the loan to grow. 

So we either have to support a program, in my view like this, 
that helps them get through this while we are trying to reduce the 
regulations that prevented the bank from lending them all the 
money at once. 

Now does anybody have another solution? 

Anybody have another solution to that — ^because what I cannot 
allow is the small business that could grow from 100 to 150, wheth- 
er it is in Idaho or Louisiana, to not be able to grow because we 
will never get out of this recession if we do not. 

Senator Risen. I have a solution. 

Chair Landrieu. Go ahead. 

Senator Risen. Repeal Dodd-Frank. 

[Laughter.] 

Chair Landrieu. Well, I am in for relief to community banks, 
yes. I am not in so that big banks can fail and the taxpayers have 
to pick up the tab again, not going to go there. 

Anybody else? 

The taxpayers picked up a huge, huge tab for that. 

All right, is there any other comment you want to make? And 
then we are going to close up, and I will give my Ranking Member 
the final word. 

Mr. Selassie. Sure. And I would say, I mean, this is — our fund 
is anchored and backed by private free market capital that has 
come in. So the SBIC program is a zero subsidy program. 

Chair Landrieu. What does it cost the government? 

Mr. Selassie. It has not cost the government. Yeah, it has not 
cost the government anything. 

And, yeah, if it were our investors who put up in our fund $80 
million of private capital, they would not have lost 100 percent of 
their money before. 

Senator Risen. He would not be here if it had cost the govern- 
ment. 

Mr. Selassie. Exactly. 

Chair Landrieu. Yeah. 

Mr. Selassie. And, you know, I would say it is a zero subsidy, 
but you know, it is a — I think it actually is probably a positive from 
a deficit reduction and like perspective because a company like 
Track might have said: Without this capital, you know, we will just 
stay at 100 employees. We will maybe cut back — ^because they are 
paying with the economy and things going on. 

So I think we were able to allow them to invest in infrastructure 
and have some capabilities where that was not the case. 

You know, to touch the insurance conversation for a little bit, 
you know, we helped them get — we always do an insurance review 
before we go and make an investment in the company. And we 
have folks on staff who can go through those 300 pages and to try 
to help make sure that we are covered because, again, if there is 
business interruption or disruption, that comes out of our dollars. 

Chair Landrieu. Right. 

Mr. Selassie. So we are very incentivized to 
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Chair Landrieu. You have private money invested, and you are 
very, very careful, which makes it a good partnership. 

Mr. Selassie. Right. 

Chair Landrieu. I just want to put a few letters in the record, 
and Senator, you have the last word. 

Senator Risen. Well, thank you. Madam Chairman. I think we 
have had a lively discussion and have probed some of the issues 
that need it. I want to thank you for holding the hearing. 

Chair Landrieu. Thank you. 

The record will stay open for two weeks. Please submit any addi- 
tional comments that you want. 

And thank you all so much for being a part of this. 

[Whereupon, at approximately 12:31 p.m., the hearing was ad- 
journed.] 
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“Hurricane Sandy was not an isolated event Indeed, the incidence of extreme events is far more frequent Twenty of 
the 30 most expensive insured catastrophes worldwide from / 970 to 201 / have occurred since 2001 — 13 of them 

were in the United States. What 's next? And who will pay? ’’ 

Michel-Keijan and Kunreuther. Paving for Future Catastrophes. 

Hew York Times Sunday Review, November 2012 


1. Federal Disaster Relief Is Greater and More Frequent 

America has suffered historical losses from terrorism, natural disasters, environmental disasters 
and financial crises since 2001. The upward trend in losses from natural disasters in particular 
has had an impact on post disaster relief to assist individuals, businesses and also the affected 
communities in rebuilding destroyed assets and providing temporary housing to displaced 
victims. Under the current system, the Governor of an affected state can request that the 
President declare a "major disaster" and offer special assistance if the damage is severe enough.' 
A look at the number of U.S. presidential disaster declarations between 1953 to 2011 clearly 
reveals an upward trend (see Figure 1). 
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Figure 1. U.S. Disaster Presidentiai Declarations Per Year, 1953-2011. 


’ Public infrastructure are primarily rebuilt with federal funds through the Stafford Act, with only 25 percent picked 
up by state and local govemments. Individuals and small businesses can apply for low-interest disaster loans from 
the Small Business Administration (rates vary from 4 percent to 8 percent); individual assistance grants are also 
available from FEMA to cover uninsured losses. 
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Overall, the number of Presidential disaster declarations has dramatically increased over time, 
from 191 declarations over the decade 1961-1970 to 597 for the period 2001-2010 (Michel- 
Kerjan and Kunreuther, 2011). As Figure 1 also shows, many of the peak years correspond to 
Presidential election years. 

This is consistent with experience that Presidential election years spur disaster assistance. Four 
salient examples are the Alaska earthquake (March 1964) Tropical Storm Agnes (June 1972), 
Hurricane Andrew (September 1 992) and the four Florida hurricanes (August-September 2004). 
In 1996 and 2008 (both presidential election years) there were 75 presidential declarations. This 
record number was exceeded in 2010 when there were 81 major disaster declarations, and again 
in 201 1 with 99 declarations. 

The more pronounced role of the federal government in assisting disaster victims in recent years 
can also be seen by examining several major disasters occurring in the past 60 years and how 
much federal disaster relief represented as a proportion of the total direct economic losses, as 
shown in Table 1 (see also Cummins, Suher and Zanjani, 2010). 


Table 1; Role of the Federal Government in Paying for Natural Disaster Losse s 


Disaster 

Federal relief as % of total damage 

Hurricane Sandy (2012) 

> 75% * 

Hurricane Ike (2008) 

69% 

Hurricane Katrina (2005) 

50% 

Hurricane Hugo (1989) 

23% 

Hurricane Diane (1955) 

6% 


•Based on $60 billion federal relief figure (including the $9.7 billion additional borrowing capacity provided to 
the federally-run NFIP to pay its flood insurance claims). Sources: Michel-Kerjan and Volkman Wise (2011). 


Media coverage in the immediate aftermath of catastrophes often raises compassion for victims 
of the tragedy (Moss 2010). The magnitude of the destruction often leads governmental agencies 
to provide disaster relief to victims even if the government claimed that it had no intention of 
doing so before the disaster occurred. 

It is surprising how little data is publicly available on the amounts of federal aid that victims of 
disaster actually have received for, say, the disasters that occurred in the past 20 years. Likewise, 
no granular accounting of how taxpayers’ money is used for federal relief (that is, how much 
money went to what city to do what exactly) is publically available on an historical basis (to the 
best of my knowledge). An initiative to create accessible record-keeping could be an important 
move towards more transparency , accountability , and ultimately, more responsibility . 

It is also critical to better communicate information about relief programs that are available to 
victims of disasters, maximum compensation recipients can expect, and the conditions and 
limitations to obtaining such relief (for example, what collateral is required for a SBA loan). 
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2. This Ever-Growing Relief Environment Has Consequences, But Not All Relief Policy 
Tools Create Moral Hazard 

The expectation of governmental disaster relief funding for individuals and businesses results in 
economic disincentives to reduce their own exposure and/or purchase proper insurance coverage 
(Michel-Kerjan and Volkman Wise, 2011). If individuals assume that they will be bailed out 
after a disaster, they will be less likely to purchase insurance or avoid locating in high-risk areas 
(Brown and Hoyt, 2000). 

The irony is that governmental disaster relief is usually earmarked to rebuild destroyed 
infrastructure, not as direct aid to the victims. To the extent that a large portion of such disaster 
relief goes to the states, post-disaster assistance also distorts the incentives of state and local 
governments to pre-finance their disaster losses through insurance and other mechanisms. Cities 
and states are not well-incentivize to incur upfront cost to make them more resilient to future 
disasters. 

In a recent study jointly conducted with Carolyn Kousky and Paul Raschky, we examine the 
influence of federal disaster aid on individuals’ flood insurance purchase decisions over a 10- 
year period (2000-2009) (Kousky, Michel-Kerjan and Raschky, 2013). We estimate the effect of 
grants from the Federal Emergency Management Agency’s Individual Assistance (lA) program 
and low-interest loans to homeowners from the Small Business Administration (SBA). 

We find that lA grants to individuals, while of fairly limited size, lead to a statistically significant 
reduction in insurance coverage purchased: a $1,000 increase in the average lA grant 
decreases average insurance coverage by $4,300. We also find that the moral hazard impact of 
federal aid is more important for large disasters. 

Overall, low-interest SBA loans have no effect on insurance demand, maybe because 
borrowers have to pay it back, while lA is “free money.” 

While relief certainly helps those in need, they would have been better off being covered by an 
insurance contract. Insurance, as one of the largest industries in the world and an effective risk- 
transfer mechanism, can play an important role in dealing with these losses by providing 
financial protection following a disaster. It can also encourage property owners and businesses in 
hazard-prone areas to invest in cost-effective mitigation measures. But for insurance markets to 
work well, insurance premiums should be determined by demand/supply forces, rather than 
being artificially suppressed by insurance regulators, as they are today for homeowners’ 
insurance in many states of the Union. 

Risk-based premiums might be challenging to implement politically though, so it is important to 
address affordability issues as well, for instance by the development of means-based insurance 
voucher programs (see Kunreuther and Michel-Kerjan, At War with the Weather, 2011 and 
Howard Kunreuther’s remarks at the Roundtable today on our ongoing work in this area). 
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3. Conclusion 

Disasters will only get worse because of growing population in high-risk areas, aging 
infrastructure, low levels of public and private investment in risk reduction measures, and 
predicted climate-related extremes. Superstorm Sandy is another reminder of our vulnerability. 

America has entered a dangerous cycle of ever-growing reliance on ex post government relief 
rather than building ex ante physical and financial protection. With over $15 trillion of insured 
assets in coastal states from Texas to Maine, and much more uninsured, making America more 
resilient to disasters should become a national priority of the Administration and Congress. Let’s 
make this happen before another massive disaster hits the country. The clock is ticking. 

I commend the Committee for organizing this Roundtable today on such an important topic. 
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Insurance is an extraordinarily useful tool to manage risk. When it works as intended, it provides 
financial protection to individuals and a profitable business model for insurance firms and their 
investors. But insurance is broadly misunderstood by consumers, insurers, and regulators. 

A key challenge in designing insurance programs is to recognize the limitations of public and 
private decision makers when dealing with risk and uncertainty. Understanding these limitations 
may help policy makers create incentives that enable informed and efficient decision-making. 
Many of the biases and simplified decision rules that characterize human judgment and choice 
under uncertainty are based on feelings rather than on statistical concepts (Loewenstein et al. 
2011). Everyone from an early age uses these automatic emotional responses because they 
usually result in reasonably good outcomes with little effort, as detailed by Nobel Laureate 
Daniel Kahneman in his recent book Thinking, Fast and Slow (Kahneman 2011). 

1. Why Insurance is Misunderstood for Extreme Events 

But although intuitive perceptions of risk are relatively accurate over a broad range of situations, 
this is not the case for unfamiliar risks that involve small probabilities and high degrees of 
uncertainty (Cutler and Zeckhauser 2011; Kunreuther, Pauly and McMorrow 2013). In situations 
of extreme events, consumers are likely to deviate from expert assessments of probability and 
judge the likelihood of an event by its salience (Tversky and Kahneman 2011). There is thus a 
tendency to ignore rare risks until after a disaster occurs. 

Many consumers do not voluntarily buy coverage against potentially risky and serious losses 
because they feel a catastrophic loss will not happen to them. Only after suffering a loss will 
they voluntarily buy insurance, but many will cancel their policy if they haven’t suffered a loss 
after several years. They view insurance as an investment rather than a protective measure. When 
one doesn’t make a claim there is a feeling that the premium has been wasted. 

Insurance firms also behave non-optimally. After they suffer a severe loss, they may decide 
that a risk is completely uninsurable rather than determining whether they should increase their 
premium to cover the risk. Prior to 9/11, insurers did not price terrorism risk when providing 
coverage against damage to commercial property. After 9/11, most insurers refused to offer any 
terrorism insurance because they feared catastrophic losses from future attacks. The few who did 
provide insurance charged extremely high premiums for it (Wharton Risk Center 2005). 
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To illustrate, prior to 9/11, Chicago’s O’Hare Airport had $750 million of terrorism insurance 
coverage at an annual premium of $125,000. After the terrorist attacks, insurers offered O’Hare 
Airport only $150 million of coverage at an annual premium of $6.9 million. This reflected an 
increase in the premium per dollar coverage of over 275 percent! The airport was forced to 
purchase this policy since it could not operate without coverage (Jaffee and Russell 2003). 

State regulators often constrain insurance premiums because they are concerned that insurance 
will not be affordable, especially to those who are at higher risk. In Florida, for example, the 
state set up its own insurance company. Citizens Property Insurance Corporation, which is 
structured such that homeowners residing in hurricane-prone areas are charged highly subsidized 
rates that undercut private insurers’ premiums Kunreuther and Michel-Kerjan 2011). Over the 
past eight years, Citizens has become the state’s largest insurer, with about 1.4 million policies at 
the beginning of 2013. 

Behavior of this kind defeats the three main purposes of insurance: 

1 . Provide information via premiums as to the severity of one’s risk 

2. Motivate those at risk to undertake protection against an event that could produce a 
significant loss but has a low probability of occurrence 

3. Offer incentives in the form of premium reductions to reward people who invest in risk- 
reducing measures 


2. Guiding Principles for Insurance 

To motivate consumers, insurers and regulators to properly view insurance as a way of reducing 
risks, there is a need for guiding principles for each of these interested parties. The following 
principles, discussed in more detail in Kunreuther and Michel-Kerjan (201 1) and Kunreuther, 
Pauly and McMorrow (2013), are designed to make insurance more transparent, understandable 
and equitable than current policies are today: 

Principle 1: Premiums reflecting risk. Insurance premiums should reflect risk to signal 
to individuals how healthy and safe they are and what preventive or protective measures they can 
undertake to reduce their vulnerability to illness and/or property losses. Risk-based premiums 
should also reflect the cost of capital that insurers must integrate into their pricing to ensure 
adequate return to their investors. 

Principle 2; Dealing with equity and affordability issues. Any special treatment given 
to consumers at risk (e.g., low-income uninsured or inadequately insured individuals) should 
come from means-tested insurance vouchers. These vouchers should be financed by the federal 
government or at a state level through general taxes and not through insurance premium 
subsidies 

Principle 3: Multi-year insurance. To encourage investment in preventive and 
protective measures, insurers should design multi-year contracts with premiums reflecting risk 
over a longer time horizon than the traditional annual insurance policy. The price of this 
insurance may be higher than single year coverage, but it would provide consumers with price 
stability. Regulators would have to allow insurers to charge premiums that reflect risk. 
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Several recent pieces of legislation have set the tone for appropriately dealing with risk. In light 
of the private insurance industry’s refusal to provide sufficient amounts of terrorism coverage 
following 9/11, Congress passed the Terrorism Risk Insurance Act (TRIA) in 2002 so that 
businesses can now purchase reasonably priced terrorism coverage (Wharton Risk Center, 2005). 
The Biggert-Waters Act, passed in July 2012, authorizes major reforms to the National Flood 
Insurance Program over the next five years. Premiums for structures that have had repetitive 
flooding will reflect risk so individuals will be aware of the hazard they face. Insured individuals 
can be rewarded with lower rates if they undertake protective measures (see Title II in 
http://www.govtrack.us/coneress/bills/l 1 2/hr4348/text') . The Affordable Care Act requires 
insurers to offer health insurance to all U.S. residents who do not currently have coverage 
through either their job or a public plan. It also levies a tax penalty on those who choose to be 
uninsured (see http://www.Bovtrack.us/congress/bills/l 1 l/hrSSgO/texf) . 


3. What More Can Be Done to Make Insurance a Better Policy Tool? 

One way to convince people of the long-term benefits of insurance is to stretch the time horizon 
over which the event can occur. Studies have shown that people are much more likely to buy 
insurance or invest in protective measures if an event such as a hurricane that has a 1 in 100 
chance of occurring next year is presented as having a greater than 1 in 5 chance of happening at 
least once in the next 25 years (Slovic et al. 1978; Weinstein et al. 1996). 

Insurers should construct worst-case scenarios for rare events so that they would be able to 
determine premiums that reflect their best estimate of expected future losses. Insurers should also 
consider offering multi-year policies if state regulators allow them to price coverage that reflects 
risk over that period. 

State insurance regulators should be appointed rather than elected so they are less prone to being 
influenced by special interest groups and lobbyists. Regulatory decisions should make 
transparent who stands to benefit from a subsidized insurance program, and who will be paying 
part of that cost to protect others. 

These concepts, if followed, will increase the chances that insurance is better understood so it 
can fulfill the roles it is designed to play: reducing future losses and financially protecting those 
at risk. 
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Introduction 

My name is David Muhlhausen. I am Research Fellow in Empirical Policy Analysis in 
the Center for Data Analysis at The Heritage Foundation. I thank Chairwoman Mary 
Landrieu, Ranking Member James Risch, and the rest of the committee for the 
opportunity to testify today on the Small Business Disaster Reform Act of 2013 (S. 415). 
TTie views I express in this testimony are my own and should not be construed as 
representing any official position of The Heritage Foundation. 

After federally declared disasters, the Small Business Administration’s (SBA) Disaster 
Loan Program (DLP) offers taxpayer-funded direct loans to assist businesses, nonprofit 
organizations, homeowners, and renters in repairing or replacing property damaged or 
destroyed.' Within the SBA, disaster loans are administered by the Office of Disaster 
Assistance (ODA). SBA offers four types of disaster loans; 

• Home Physical Disaster Loans, 

• Business Physical Disaster Loans, 

• Economic Injury Disaster Loans (EIDL), and 

• Pre-Disaster Mitigation Loans.^ 

Under current law, for disaster loan applicants who are unable to obtain credit elsewhere, 
the interest rate shall not exceed 4 percent. For those applicants who have access to credit 
elsewhere, the interest rate shall not exceed 8 percent. In the 1 12th Congress, there was a 
&iled effort to set the interest rates for disaster loans at 1 percent for eligible applicants in 
declared disaster areas, regardless of whether applicants have access to credit.^ 

In fiscal year (FY) 2010, the SBA approved $574 million in disaster loans for 15,356 
applicants.^ The dollar amount of disaster loans increased to $739 million for 13,643 
applicants in FY 201 1 ? However, the total monetary value of disaster loans decreased to 
$690 million in FY 2012.® 

As of January 31, 2007, according to the Government Accountability Office, the SBA 
approved over $5 billion in disaster loans for homeowners and renters affected by the 
Gulf Coast hurricanes of 2005 (Katrina, Rita, and Wilma).’ The interest rate subsidy of 
these 2005 hurricane SBA disaster loans cost the federal government almost $800 
million.* 

Unfortunately, as my testimony will illustrate, the Small Business Disaster Reform Act 
does not provide the necessary reform to our nation’s disaster prevention and recovery 
programs. My testimony focuses on the following deficiencies of the Disaster Loan 
Fairness Act: 

• The Act will likely make defaults on taxpayer-funded loans more prevalent. 

• The Act unnecessarily increases the moral hazard and other unintended 
consequences of providing disaster loans. 
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• The Act fails to address the increasing nationalization of disaster responses. 

• The Act fails to address the federal government’s out-of-control spending. 

Instead of considering legislation like the Small Business Disaster Reform Act of 2013, 
Congress should focus on reforms that make America more resilient to catastrophes and 
reduce recovery costs imposed on the federal taxpayer.* 

Increasing the Likelihood of Default 

For disaster loans of not more than $200,000, the Small Business Disaster Reform Act 
allows the SB A to forego using the primary residence of owners applying for loans as 
collateral if the SBA concludes that the owner has other assets equal to or greater than the 
amount of the loan that could be used as collateral. In general, the prospective borrower 
should have enough assets to pay off the loan, so primary residence assets are 
instrumental in setting conditions where borrowers will be less likely to default on their 
taxpayer-funded loans. 

Simply stated, borrowers who own their primary residences are more likely to do 
whatever is necessary to keep from defaulting on their loans and losing their homes. This 
very common and acceptable requirement helps protect both the taxpayer and the lender. 
Research has demonstrated that small-business owners putting up personal collateral are 
less likely to pursue urmecessarily risky projects as there is more at stake; therefore, they 
are less likely to default.'® 

There is good reason to suspect that the Small Business Disaster Reform Act may 
increase the likelihood of defaults. A series of SBA Office of Inspector General (OIG) 
audits of 2005 Gulf Coast hurricane disaster loans have clearly found that the SBA 
awarded loans without regard to the applicants’ ability to repay them. 

The Small Business Disaster Reform Act fails to reform serious problems at the SBA. 

• First, the SBA far too frequently disregards the ability of borrowers to repay 
taxpayer-funded loans by failing to conduct updated credit reviews. 

• Second, mismanagement at the SBA has contributed to borrowers defaulting on 
their loans. 

• Third, the SBA did not make certain that borrowers obtained appropriate 
insurance policies to cover their collateral; thus, taxpayers are potentially on the 
hook for hundreds of millions of dollars of inadequately insured loan balances. 

• Last, the SBA inappropriately released collateral before disaster loans were paid 
in full. 

Failure to Update Credit Reviews. As of September 30, 2007, the OIG identified 1 1 ,2 1 7 
loans totaling $1 .1 billion in disbursements for which one or more disbursements 
transpired more than a year after initial loan approval." Due to the amount of time that 
can pass between initial loan approval and loan disbursement, the SBA often needs to 
perform credit reviews at the time of disbursement to ensure that loan applicants are still 
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creditworthy. At the time of initial loan application, the applicant may be creditworthy, 
but circumstances can change when there is a delay between initial application and 
disbursement. When too much time passes, the creditworthiness of loan borrowers often 
changes, sometimes for the worse. To ensure that disbursements are not made to 
borrowers who are unlikely to repay the taxpayer-funded loans, the SBA needs to check 
the creditworthiness of borrowers prior to disbursement of funds when there are delays 
between initial loan approvals and disbursements. 

This problem was particularly pronounced in the case of the 200S Gulf Coast hurricane 
recovery efforts. “Because rebuilding efforts in the Gulf Coast region have been slow due 
to the extensive damage caused by the hurricanes,” according to the OIG, “many disaster 
loans were not fully disbursed until long after they were initially approved.”'^ During this 
time period between initial approval and disbursement, the financial conditions of 
borrowers often worsened due to loss of business and employment in the region. 

Originally, the SBA decided that there would be additional credit reviews if disbursement 
took place one year after the initial approval.'^ During the response, however, the SBA 
extended the one-year credit review requirement to 1 8 months. The 1 8-month 
requirement was later changed to 24 months. Accounting for this evolving credit review 
requirement, the OIG found 1,117 loans that required updated credit reviews.''* Based on 
a i^om sample of 159 of these 1,117 loans, 1 10 loans (70 percent) worth $4.9 million 
were disbursed to recipients without any verification of their creditworthiness.'* From 
this sample, the OIG estimates that the SBA disbursed at least $29.2 million to borrowers 
that had a higher risk of defaulting. 

The SBA, as a result, through downgrading the use of updated credit reviews 
“circumvented a critical management control, disbursing additional funds on these loans 
without first determining whether adverse changes had occurred in the financial condition 
of borrowers that would have impacted their ability to repay the additional loan proceeds 
that were disbursed.”'* According to the OIG: 

[The SBA] explained that the credit review extensions were justified since 
economic conditions in the hurricane-hit areas had negatively impacted 
borrower repayment ability in many cases, through no fault of the 
borrowers. Therefore, they intended to disburse the full amount of die 
approved loans regardless of whether borrowers could repay their loans.'’ 

By disregarding the ability of borrowers to repay taxpaver-fimded loans, the SBA “was 
negligent in carrying out its fiduciary responsibilities.”'* Further, “By law, SBA is 
authorized to make disaster loans, not grants.”'’ In essence, the SBA’s disregard for 
borrower repayment ability transformed the disaster loans, in many cases, into a handout 
rather than a helping hand. According to the OIG: 

SBA’s monitoring efforts were not adequate to ensure that the financial 
status of borrowers had not deteriorated to levels that would adversely 
impact their loan repayment ability. Generally, ODA did not: (I) perform 
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annual credit reviews, as required by the Agency’s standard operating 
procedures, before making distributions of loan proceeds; (2) obtain 
updated financial information; and (3) cancel loans where the borrower 
had no repayment ability. As a result, SBA disbursed over $1 billion in 
loans 1 year or more after loan approval without assurance that borrowers 
had repayment ability.^® 

Improper Loan Origination and Servicing. The OIG audited “early-defaulted” disaster 
loans — loans that defaulted within 1 8 months of first due loan payment — awarded to 
victims of the 2005 Gulf Coast hurricanes.^' The OIG randomly sampled 1 1 7 loans Irom 
4,985 disaster loans that were at least 90 days delinquent or charged off as of September 
30, 2007.^^ The OIG “determined that improper loan origination and/or servicing may 
have contributed to early loan defaults because all but 4 of the 1 1 7 loans reviewed were 
either improperly originated and/or inadequately serviced.”^ Further, about “63 percent 
of the loans reviewed were approved although the applicants lacked repayment ability or 
were not creditworthy, and 79 percent were inadequately serviced after becoming 
delinquent.”^^ 

Based on its random sample, the OIG estimates that approximately 4,815 (96.6 percent) 
of the 4,985 early-defaulted loans, totaling $98.4 million, defaulted due to deficiencies in 
the SBA’s loan origination and servicing practices.^’ 

Failure to Require Insured Collateral. The National Flood Insurance Act of 1 968 and 
the Flood Disaster Protection Act of 1973 dictated that federal loan programs cannot 
provide a loan that is secured by real estate located in federally defined flood hazard 
areas unless the loan is continuously covered with appropriate flood insurance.^ Further, 
if borrowers fail to purchase the required insurance, the loan-backing agency must 
purchase insurance on behalf of borrowers and charge them for the costs.^’ 

For the hurricanes of 2005 and 2008 and the 2008 Midwest floods, the OIG set out to 
determine the degree to which the SBA adequately monitored the coverage of required 
insurance policies on collateral properties in the disaster loan portfolio.^' From 23,068 
fully disbursed disaster loans that required flood and hazard insurance coverage until 
maturity, the OIG randomly sampled 120 cases.^’ The OIG “found that SBA did not 
ensure that borrower insurance policies provided adequate coverage and were 
continuously renewed.”^® Further, the SBA “did not comply with statutory requirements 
to purchase policies for borrowers who let their policies lapse.”^' 

The 120 cases sampled comprised “$3.8 million in outstanding loan balances that may 
not be adequately protected.”^ Based on its sampling technique, the OIG estimated that 
at least 5,341 (23.2 percent) of the 23,068 loans had collateral properties that were not 
adequately covered by insurance.^’ This deficiency means that the taxpayers were on the 
hook for $510 million in outstanding loan balances that were not adequately insured. 

Inappropriate Collateral Releases. The OIG audited disaster loans from September 1, 
2007 to May 3 1 , 201 0, to determine whether the SBA was releasing collateral 
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appropriately.^'' Under most circumstances, loan collateral is released when disaster loans 
are paid in ftill. However, borrowere can petition the SBA for a full or partial release of 
loan collateral. Releases of collateral can be approved by the SBA as long as there is 
sufficient collateral remaining to continue securing the loan. 

The OIG “found that both servicing centers did not consistently make appropriate 
decisions to release collateral on active loans.”^’ The OIG randomly sampled 120 cases 
from 2,706 incidences of collateral releases.^ Of these 120 cases, 55 (45.8 percent) 
collateral releases were inappropriate.^’ These 55 cases were for property values of at 
least $3.1 million. Thus, the remaining collateral for many of these loans was insufficient 
to protect the taxpayer because the loan balances exceed^ the values of the properties. 

According to the OIG, these inappropriate collateral releases occurred because the SBA 
failed to perform a full collateral analysis. The OIG estimates that 979 (36.2 percent) of 
the 2,706 collateral releases for properties worth $33.7 million could be inadequately 
protected, exposing the taxpayer to a higher risk of loss.’* 

Moral Hazard and Other Unintended Consequences 

Generous federal disaster relief creates a “moral hazard” by discouraging individuals and 
businesses from purchasing natural catastrophe insurance. Currently, SBA disaster loans 
are awarded regardless of whether the beneficiaries previously took steps to reduce their 
exposure to losses from natural disasters. 

Limiting the range of coilateral that can be secured will likely encourage more defaults, 
leaving taxpayers increasingly at risk. Instead, congressional reform efforts should 
encourage Americans to become better prepared to prevent property losses from 
disasters. The Small Business Disaster Reform Act does nothing to reduce the exposure 
of Americans to property losses and the need for disaster assistance for future 
catastrophes. 

While SBA disaster loans are intended to help applicants return their property to the same 
condition as before the disaster, the unintended consequence of this requirement is that 
borrowers are forced to rebuild in disaster-prone locations. For example, instead of 
relocating out of a town sitting in a major flood zone, applicants are required to rebuild in 
the exact same location. Thus, applicants are still located in a high-risk area. In many 
cases, the loans fail to offer a long-term solution. The Small Business Disaster Reform 
Act does nothing to stop rebuilding in high-risk areas. 

Increasing Nationalization of Disaster Responses 

By reducing the SBA’s options for securing collateral, the Small Business Disaster 
Reform Act does nothing to reduce the overreliance of state and local governments on the 
federal govenunent for the provision of recovery assistance. Far too frequently, the 
federal government has been the primary source of recovery efforts for natural disasters 


6 



54 


that are inherently localized in small geographic areas and do not rise to the level that 
should require action by the federal government. 

Overly generous federal assistance encourages state and local governments to underinvest 
in disaster preparedness, because state and local government expect the federal 
government to bail them out.’’ Consequently, the more proactive the federal government 
becomes at supplying disaster recovery assistance, the more it provides an incentive for 
state and local governments to reduce their own investments in preparedness. 

Increasingly, Americans are becoming overly dependent on federal assistance after 
natural disasters occur. In fact, there is evidence that with each new catastrophe, disaster 
victims have come to expect more federal relief than was previously offered.'^® Further, 
disaster assistance appears to have become a political tool because the number of disaster 
declarations is significantly higher in election years compared to non-election years.’* For 
example, one study of Federal Emergency Management Agency (FEMA) disaster 
payments found not only that states having higher political importance to Presidents 
receive hi^er payments, but also that states with greater congressional representation on 
subcommittees with FEMA oversight responsibilities receive more in disaster payments 
than states with less representation receive.” 

Since 1996, the year President Clinton sought reelection, the number of disaster 
declarations issued by FEMA has increased dramatically.” Chart 1 demonstrates this 
trend. As my Heritage Foundation colleague Matt A. Mayer has previously written, “the 
yearly average of FEMA declarations tripled from 43 under President George H. W. 

Bush, to 89 under President Clinton, to 130 under President George W. Bush.”” The 
record for the most declarations in a year was set by President Clinton in 1996 with 158 
declarations. However, President Obama smashed this record with 242 declarations in 
2011. 

Since 1953, there have been 3,478 disaster declarations.” During the past 20 years, from 
President Clinton to President Obama, presidential declarations number 2,325 — 66.8 
percent of all declarations.” Since the beginning of President Clinton’s first term in 1993 
through the end of 2012, there has been an average of 1 16.2 disaster declarations per 
year, compared to an average of 28.8 declarations from 1953 to 1992. Essentially, this 
trend is the result of disaster responses that were once entirely local in nature and handled 
by state and local governments becoming “nationalized” and thus the responsibility of the 
federal government. 

This nationalization has led to an ever-growing share of the total cost of natural disasters 
being dtunped on an already strained federal budget.” According to my fellow 
roimdtable panelist Professor Howard Kunreuther of the Wharton School’s Risk 
Management and Decision Processes Center, the amount for aid provided by the federal 
government as a percentage of total damage caused by a major disaster is steadily 
increasing.” For example, federal aid comprised 50 percent of the total damage caused 
by Hurricane Katrina (2005).” Just three years later, federal aid increased to 69 percent 
of total damage caused by Hurricane Ike (2008).’® 
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FEMA Declarations, by Year and by Presidential Administration 
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The Robert T. Stafford Disaster Relief and Emergency Assistance Act of 1998 (Stafford 
Act) established that for a disaster to be eligible for federal assistance, it must be “of such 
severity and magnitude that effective response is beyond the capabilities of the State and 
the affected local governments and that Federal assistance is necessary.”’’ Regardless of 
this apparent requirement, FEMA “has approved disaster declarations for many natural 
disasters that historically and factually were not beyond the capabilities of states and 
localities.”’^ Returning to the original understanding of what necessitates the federal 
government’s involvement does not mean that local natural disasters are not 
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“catastrophic” for a particular community. Rather, “It simply means that most natural 
disasters occur within confined geographic areas and that states and localities can handle 
them without federal involvement.”” 

The majority of states do not benefit from federal assistance, because only a minority of 
states receives the benefit of FEMA disaster declarations.’^ Thus, the majority of states 
send their disaster-response tax dollars to Washington, D.C., so the federal government 
can subsidize disaster response for the minority of states. 

Out-of-Control Spending 

The Congressional Budget Office (CBO) reported throughout 2012 that the federal deficit for 
FY 2012 will be nearly $1.1 trillion.” “Measured as a share of gross domestic product 
(GDP),” the CBO reports, “that shortfall will be 7.0 percent, which is nearly two percentage 
points below the deficit recorded last year but still higher than any deficit between 1 947 and 
2008.”“ GDP is the total market value of all officially recognized goods and services 
produced within a country in a given year. FY 201 2 is the fourth year in a row that the federal 
government has posted a deficit exceeding $1 trillion.” In 2009, the CBO warned that these 
“Large budget deficits would reduce national savings, leading to more borrowing from 
abroad and less domestic investment, which in turn would depress economic growth in 
the United States. Over time, the accumulation of debt would seriously harm the 

„ 5 * 

economy. 

These persistently large deficits have caused the federal government’s debt to explode. 

On December 31, 201 1, the gross debt racked up by the federal government reached 
$15.2 trillion — the legal limit as authorized by Congress.” In response, on January 12, 
2012, President Barack Obama formally notified Congress of his intent to raise the 
nation’s debt ceiling by $1.2 trillion, from $15.2 to $16.4 trillion.” In November 2012, 
the CBO reported that the nation’s gross debt stood at $16.3 trillion.” The federal 
government’s debt has reached such a staggering sum that it is difficult for Americans to 
comprehend. If we did, we would be truly frightened at the prospect of paying it off. 

While the deficit and debt are driven largely by entitlement spending — ^Medicare, 
Medicaid, and Social Security — the failure to reform federal disaster assistance and all 
the other spending programs advocated by Congress only moves the nation closer to 
fiscal insolvency. TTie Small Business Disaster Reform Act does nothing to reduce the 
cost of future disaster recoveries. Given the increasing financial stress facing the federal 
government, reform should be focused on preventive measures that limit the costs of 
disaster recovery. 

Conclusion 

The Small Business Disaster Reform Act fails as a reform effort. Weakening collateral 
requirements is neither fair to the federal taxpayer nor an effective reform of our nation’s 
disaster prevention and recovery policies. The Act fails to address the increasing 
nationalization of disaster responses while doing nothing to address the federal 
government’s out-of-control spending. The Act fails to address the SBA’s violation of its 
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fiduciary responsibilities. Last, the Act fails to address the moral hazards of providing 
disaster loans. 

Instead of considering legislation like the Small Business Disaster Reform Act, Congress 
should focus on reforms that make America more resilient to catastrophes and reduce 
recovery costs imposed on the federal taxpayer. 
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SBA 504 refinance -Jagemann Stamping Company 

United States Senate - Committee on Small Business & Entrepreneurship 

Roundtable - Thursday March 14, 2013 


Thank you for the opportunity to talk before you today on an issue that impacts 
manufacturers of all sizes, especially small businesses like ours. My name is Ralph 
Hardt. I am the President of Jagemann Stamping Company based in Manitowoc, 
Wisconsin, a family-owned business with 225 employees where we manufacture 
precision metal parts for the automotive, industrial, consumer and defense markets. We 
also export 22 percent of our products to over 15 different countries. We have a 
subsidiary in Nashville with 33 employees. I am also Chairman of another small 
manufacturing company in South Carolina with 31 employees in precision grinding and 
finishing. My involvement with these three small businesses, located in very different 
parts of the country, gives me an excellent understanding of how to compete globally 
and grow our investments in equipment and our employees. 

I am also a member of the Precision Metalforming Association and National Tooling and 
Machining Association, which together have about 3,000 member companies averaging 
50 employees per business. 

My comments are to reflect the success of a recent initiative that we have completed, in 
specific, a SBA 504 Refinance. This program was recently completed in eariy March 
with the final funding and restructure of our business debt. While I will present a 
summary, I have also prepared a detailed presentation for your records and files as to 
the detailed initiatives we took and the results obtained. 

As we exited the “Great Recession” that for most manufacturers went from 2008-2010 
we found ourselves in an uncomfortable debt and banking situation. We had utilized 
our line of credit to fund operational expenses and had our bank concerned as to our 
outstanding loan amounts and several years of poor profitability 

However we had substantial equity remaining in our buildings and equipment but could 
not easily access such as again our bank was not interested in further loan growth with 
us. They as all banks were under increased scrutiny as well which made the situation 
even more difficult. 

As the economy recovered, especially in our automotive sector, we again wanted to 
grow and expand. We looked at various financing options but it appeared that the best 
one available to us was the SBA refinance program. 

Specifically this program allowed us to use our excess equity in our assets, through 
appraised values, and if more than our outstanding debt put the excess cash received 
from a refinancing directly into our business. 
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We did exactly such, in fact the end result was a reduction in our annual principal and 
interest payments of approximately $400,000 and an improvement in our liquidity or line 
availability of over $5,000,000. 

Our bank also supported the program, and with their reductions in outstanding 
balances, coupled with our improved financial health, have allowed us to again begin 
reinvesting into our business and we are growing again. 

In fact in 2012 our sales grew by 23 percent, we added many employees and 
purchased over $5M in new capital equipment. 

In 201 3 we are planning growth of 25%, hiring over 1 00 new employees, many who will 
enter our technical training and apprenticeship programs, and are adding $1 OM in new 
equipment and manufacturing capabilities. 

Our customers again have confidence in us, our communities are energized, and we 
are on a positive track. Similar growth is also seen in our Tennessee and South 
Carolina operations. 

Small manufacturers are ready to grow and expand as our economy recovers. We 
have many challenges in front of us and the SBA 504 refinance program is a tool to help 
us with some of these challenges, especially in a tougher banking environment. 

And it needs to be remembered that this program is not a subsidy based program as the 
fees paid at the inception and during the term of the loan fund the expenses of 
operating this program. So there are no governmental funds appropriated as the 
program costs are paid by the borrower. 

It is important for our government to continue to support programs such as this to aid in 
the regrowth of our manufacturing sector and to help us compete in an ever changing 
global economy. 

Thank you for the opportunity to speak before you today and I look forward to answering 
any questions you have. 
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Question for Ashley Fingarson, NFIB 
From Chair Mary L. Landrieu 

Small Business Committee Roundtable; “Helping Small Businesses 
Weather Economic Challenges & Natural Disasters; Review of 
Le2islative Proposals on Access to Capital and Disaster Recovery” 

ACCESS TO CAPITAL 


Question - SBA Lender Activity Index 

As of September 2012, there were over 2,400 SBA lenders 
nationwide. While the SBA currently releases some Information 
publicly about SBA lending activity, it is extremely difficult to find and 
comprehend if you are not an SBA lending professional. If a small 
business, mayor, or governor wants to determine SBA lending activity in 
their area, they lack the ability to do so easily. My Communicating 
Lender Activity Reports from the Small Business Administration 
(CLEAR SBA) Act would require the SBA to establish an online 
database to provide consumers with more transparent, user-friendly data 
about their local SBA lenders. 

• This question is for all of you- do you think that more small 
businesses would find it easier to use SBA resources if more 
information was publicly available? 
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Response to Question for Ashley Fin2arson. NFIB 
From Chair Mary L. Landrieu 

Small Business Committee Roundtabie: “Helping Small Businesses 
Weather Economic Challenges & Natural Disasters: Review of 
Legislative Proposals on Access to Capital and Disaster Recovery” 


While there are some small businesses for which the Small Business Administration (SBA) is 
important, for the vast majority of small businesses the SBA is not a resource that small 
businesses utilize, according to the National Federation of Independent Business (NFIB) 
Research Foundation’s National Small Business Poll - Small Business Administration. Only 7 
percent of small employers have participated in some SBA or SBA-sponsored program or 
activity in the prior three years from 2006 data, and participation ranges from receipt of financial 
assistance to attending a Small Business Week awards ceremony. Additionally, only 14 percent 
of small employers have visited the SBA website in the last year from 2006 data, and 89 percent 
of those who did visit the site visited infrequently, only a couple of times in the year.' 

Most small-business owners appear to be embracing technology. Ninety-one (91) percent of 
small employers now personally use a computer in their businesses, which means nearly one in 
10 do not. Furthermore, for those small employers who utilize a computer within their 
businesses, a majority (5 1 percent) spend less than an hour a day working on the Internet on the 
computer.^ 

Additionally, almost half of small-business owners now consider one of the largest 18 banks in 
the country to be their primary financial institution. Eight-eight (88) percent of small employers 
either have credit outstanding or access to it (in the form of lines or cards), and that number 
includes 79 percent with a credit card(s) used for business purposes, 47 percent with credit lines, 
and 29 percent with a business loan. ^ 


‘ See, Small Business Administration - NFIB National Small Business Poll, NFIB Research Foundation, Washington, DC, 
Volume 6; Issue 5; 2006. 

^ See, Communication - NFIB National Small Business Poll. NFIB Research Foundation, Washington, DC, Volume 12: Issue 8; 
2012 . 

^ See, Small Business, Credit Access, and a Lingering Recession, NFIB Research Foundation, Washington, DC, January 2012. 
The NFIB Research Foundation has conducted five surveys on the i^uc of small businesses and credit access, and from the data, 
published five separate reports; 2008, 2009, 2010, 2011, and 2012. 
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Questions for Jeanne Hulilt. SBA 
From Chair Mary L. Landrieu 

Small Business Committee Roundtable: “Helping Small Businesses 
Weather Economic Challenges & Natural Disasters: Review of 
Legislative Proposals on Access to Capital and Disaster Recovery” 

PRIORITY QUESTIONS - ACCESS TO CAPITAL 
Question #1 - 504 Refinance: 

2012 was the highest year on record for the 504 loan program, spurred in 
part by the utilization of the new 504 refinance program. As you know, 
the ability to refinance commercial real estate debt into long term, fixed 
rate interest rates has been very beneficial for many small 
businesses. Over $2 billion was refinanced through the program, and 
this was really only being utilized for less than the full 
year. Unfortunately the program expired in September of 2012. I 
introduced bipartisan legislation this year with Senator Johnny Isakson, 
Jeanne Shaheen, and Claire McCaskill to extend the 504 Refinance 
Program for 5 years. 

• Can you speak to what could happen if we are able to renew the 
program? 

Answer: The President’s FY2014 Congressional Budget Justification 
calls for a one year extension of the 504 refinance program. As you 
have indicated, there was a lot of interest and demand for the 504 
refinance program, particularly in the final months of the program. The 
final rules that went into effect October 12, 2011 succeeded for a 
number of reasons, including the allowance of borrowers to access their 
equity for working capital. In FY12, SBA approved 2,424 504 refinance 
applications. These added up to over $2.2 billion in lending for the 
CDC/SBA portion of the loans. On the last day of the program in 2012, 
we had over 400 projects pending work and almost $500M that did not 
get funded. We believe significant demand still exists in the marketplace, 
as commercial real estate values are still depressed. Therefore, a short- 
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term reauthorization would be extremely helpful to struggling small 
businesses. 

• At zero cost to the taxpayer, why would we not extend this 
program? 

Answer: SBA and the Administration believe that a short-term 
reauthorization makes a tremendous amount of sense at this point. As 
you indicate, new loans have zero estimated cost to taxpayers because 
the Agency will charge an adjusted fee to cover the projected costs. 


Question # 2 - SBA Lender Activity Index 

As of September 2012, there were over 2,400 SBA lenders 
nationwide. While the SBA currently releases some information 
publicly about SBA lending activity, it is extremely difficult to find and 
comprehend if you are not an SBA lending professional. If a small 
business, mayor, or governor wants to determine SBA lending activity in 
their area, they lack the ability to do so easily. My Communicating 
Lender Activity Reports from the Small Business Administration 
(CLEAR SBA) Act would require the SBA to establish an online 
database to provide consumers with more transparent, user-friendly data 
about their local SBA lenders. 

• This question is for all of you- do you think that more small 
businesses would find it easier to use SBA resources if more 
information was publicly available? 

Answer: SBA believes that is important for small business borrowers to 
be able to access information about lenders in their communities. This 
is why the SBA makes lender information available on our website. At 
http://www. sba. gov/districtoffices. each district office ’s webpage can be 
found from which SBA lenders can be searched by proximity to a zip 
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code or by district office. These results can be sorted by gross approval 
amount or number of loans. 

Additionally, more narrowly tailored information such as the number of 
loans and dollar amount of loans made to women owned/controlled 
small businesses, socially and economically disadvantaged small 
businesses and veteran owned/controlled small businesses can be easily 
obtained from any of the SBA 's 68 district offices. Directing these 
information requests to district offices allows small businesses and 
interested parties to be served by lender relations specialists. Lender 
relations specialists are professionals with a great deal of knowledge 
about the lending communities in their districts and can best steer 
interested small business to the appropriate lenders in their community. 
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Questions for Howard Kanreuther, Wharton 
From Chair Mary L. Landrieu 

Small Business Committee Roundtable: “Helping Small Businesses 
Weather Economic Challenges & Natural Disasters: Review of 

Legislative Proposals on Access to Capital and Disaster Recovery” 

DISASTER RECOVERY 
Question #1 - Flood Insurance 

In articles you have written, you indicate that your Guiding Principle #1 is 
that premiums must reflect risk and that your Guiding Principle #2 are ways 
to deal with equity and affordability issues. While I want our flood insurance 
program to be sound, I am very mindful of those on Louisiana’s coast - and 
many other coastlines - who are not millionaires. Many of my constituents 
have lived on the coast for generations and do so because they work the 
coasts - for seafood, energy production, or port activities. 

During the debate on the Biggert-Waters flood insurance bill, my staff 
reached out to you to discuss an affordability amendment. My amendment 
created a pilot program to provide means-tested vouchers or subsidies for the 
purchase of flood insurance to individuals either economically distressed or 
unable to afford flood insurance. 

• Would you say that this amendment finds the balance between your 
two principles by finding a way for working class family to afford 
living near our ports and oil rigs, while still having most flood 
insurance rates reflect their true risk? 
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Response by Howard Kunreuther 

The amendment does reflect a balance between Guiding Principles 1 and 2 for 
insurance under the assumption that the premium without a voucher reflected the 
risk of flooding based on accurate FEMA maps. Two additional points to 
consider: 

1 . The homeowner should be told how much the risk-based premium would 
be without a voucher. 

2. Low-income homeowners who receive a voucher or subsidy will still get a 
premium reduction if they invest in loss-reduction measures. 

To illustrate these points consider the following example: 

• Suppose a low-income homeowner receives a $200 voucher to purchase 
flood insurance. He or she would also be told what the annual risk-based 
premium would be without a voucher. 

• If the annual risk-based premium were $1,000 then the homeowner 
receiving a $200 voucher would pay $800 for an annual flood insurance 
policy. 

• If the homeowner invests in a loss reduction measure that promises to 
reduce annual expected losses by $300, then the annual insurance premium 
would decrease by $300 whether or not he or she received a voucher. The 
decrease in insurance premiums would be based on the lower claims 
payments from future floods and hurricane storm-surge due to the loss 
reduction measure. In this example, the homeowner who receives a voucher 
and invests in a mitigation measure would pay a premium of $800- 
300=$500. 

• If the homeowner obtains a home improvement loan to spread the costs of 
mitigation over time, it is likely that the annual loan payment will be less 
than $300. In this case, mitigation will be financially attractive while at the 
same time reducing future disaster losses. 

By coupling risk-based premiums with vouchers and home improvement loans, 
low-income property owners currently residing in flood-prone areas will be able 
to afford insurance and should want to invest in loss-reduction measures. 

Questions for Howard Kunreuther...Page 2 of 3 
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ACCESS TO CAPITAL 


Question #2 - SBA Lender Activity Index 

As of September 2012, there were over 2,400 SBA lenders 
nationwide. While the SBA currently releases some information publicly 
about SBA lending activity, it is extremely difficult to find and comprehend 
if you are not an SBA lending professional. If a small business, mayor, or 
governor wants to determine SBA lending activity in their area, they lack the 
ability to do so easily. My Communicating Lender Activity Reports from the 
Small Business Administration (CLEAR SBA) Act would require the SBA 
to establish an online database to provide consumers with more transparent, 
user-friendly data about their local SBA lenders. 

• This question is for all of you- do you think that more small businesses 
would find it easier to use SBA resources if more information was 
publicly available? 

Response bv Howard Kunreuther 

The importance of making information publicly available and transparent on 
the annual interest rate and terms of a loan cannot be overemphasized. In this 
case small businesses should be provided with data on their monthly 
payments with an SBA loan. If the small businesses were using the loan to 
reduce future losses to their property and contents, then they should be 
provided with a flood insurance premium reduction to reflect the reduction in 
damages. This would encourage small businesses to make their property 
safer since their total costs (i.e., insurance premium and SBA loan cost) are 
likely to be lower than if they had not invested in loss reduction measures. 
For the NFIP to provide a premium reduction, flood insurance rates would 
have to reflect risk. (See my response to Question #1 for more details on this 
point.) 
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Question for Erwann Michel-Kerian, Wharton 
From Chair Mary L. Landrieu 

Small Business Committee Roundtable: “Helping Small Businesses 
Weather Economic Challenges & Natural Disasters: Review of 
Legislative Proposals on Access to Capital and Disaster Recovery” 

ACCESS TO CAPITAL 


Question - SBA Lender Activity Index 

As of September 2012, there were over 2,400 SBA lenders 
nationwide. While the SBA currently releases some information 
publicly about SBA lending activity, it is extremely difficult to find and 
comprehend if you are not an SBA lending professional. If a small 
business, mayor, or governor wants to determine SBA lending activity in 
their area, they lack the ability to do so easily. My Communicating 
Lender Activity Reports from the Small Business Administration 
(CLEAR SBA) Act would require the SBA to establish an online 
database to provide consumers with more transparent, user-friendly data 
about their local SBA lenders. 

• This question is for all of you- do you think that more small 
businesses would find it easier to use SBA resources if more 
information was publicly available? 

ANSWER : 

Clear communication and open access to data is very critical. One could also think 
of small tutorial videos (2 to 3 minutes each) answering key questions in plain 
English. Also, and while SBA is very important, one should encourage small 
business owners to purchase proper levels of insurance protection which remains 
the most complete source of compensation. 

-- Eiwann Michel-Keijan 
env:uiiimk@wharton.ui)enn.edu 
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Questions for John Needham. SBA 
From Chair Mary L. Landrieu 

Small Business Committee Roundtable: “Helping Small Businesses 
Weather Economic Challenges & Natural Disasters: Review of 
Fepislative Proposals on Access to Capital and Disaster Recovery” 

PRIORITY QUESTION - ACCESS TO CAPITAL 
Question # 1 - SBA Lender Activity Index 

As of September 2012, there were over 2,400 SBA lenders 
nationwide. While the SBA currently releases some information 
publicly about SBA lending activity, it is extremely difficult to find and 
comprehend if you are not an SBA lending professional. If a small 
business, mayor, or governor wants to determine SBA lending activity in 
their area, they lack the ability to do so easily. My Communicating 
Lender Activity Reports from the Small Business Administration 
(CLEAR SBA) Act would require the SBA to establish an online 
database to provide consumers with more transparent, user-friendly data 
about their local SBA lenders. 

• This question is for all of you- do you think that more small 
businesses would find it easier to use SBA resources if more 
information was publicly available? 

ANSWER: The Office of Inspector General is generally supportive of transparency and 
open government initiatives. The proposed SBA Lender Activity Index prescribes certain 
information relating to lenders making covered loans be made available on the SBA 
website in user-friendly database. The Office of Inspector General believes that data 
quality and integrity and related quality controls are key to the success of such an 
initiative. The SBA is best positioned to provide the Committee information on the status 
of available resources or any resource needs to support such an initiative. 
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ADDITIONAL QUESTION - ACCESS TO CAPITAL 

Question # 2 - SBA Loan Program Oversight 

The October 15, 2012 Management and Performance Challenges report 
for Fiscal Year 2013 mentions that the SBA has made substantial 
progress on implementing a quality assurance program for all SBA loan 
centers. 

• Can you talk about what the SBA has done that has showed 
substantial progress? 

Answer: The OIG has identified a management challenge for which the SBA needs to 
implement a quality control program in its loan centers. Quality control is a key 
component of a quality assurance program. The quality control program for SBA’s loan 
centers is managed by the Office of Financial Program Operations. The quality assurance 
program, which has yet to be implemented, will be managed by the Office of Credit Risk 
Management. 

The purpose of the quality control program for the loan centers is to assess the loan 
processes from origination to close-out to identify where material deficiencies may exist so 
that remedial actions can be taken. The purpose of the quality assurance program is to 
provide oversight of quality control activities and perform reviews to ensure quality control 
measures are effective. 

To demonstrate substantial progress in implementing its quality control program, the SBA 
has done the following: 

1. Developed a Quality Control and Assurance Program Guide. 

2. Hired a QC manager to oversee the development and implementation of the 
program. 

3. Hired a QC Specialist for each loan center. 

4. Developed Quality Program guides and Checklists for each center. 

5. Developed monthly quality control activity reports 

6. Refined its feedback and training processes. 

Notwithstanding this substantial progress, the OIG continues to have concerns about the 
thoroughness of the Agency’s quality control reviews. Previous audits have demonstrated 
quality control specialists applied internal guidance that conflicted with the Agency’s 
policies and procedures and were unfamiliar with or misinterpreted Agency policies. 


We recently initiated an evaluation of the SBA’s quality controls program for its loan 
centers, the results of which will be used to assess the Agency’s status on our management 
challenge. 
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• The 504 Refinance program expired in September of 2012. Does 
the Inspector General have any evidence to suggest the program 
was problematic? 

Answer: Though the OIG has vast experience in the area of SBA loans and lender 
oversight programs, and many OIG recommendations for loan origination, servicing, 
liquidation, close out, etc. are generally applicable to the 504 program, only one audit (OIG 
Audit Report 12-23R: Audit Report 12-23R: 504 Recovery Act Loans were Originated and 
Closed in Accordance with SBA Policies^ issued September 27, 2012) was completed that, in 
part, addressed the original 504 Refinance Program, which was authorissed by the 
American Recovery and Reinvestment Act of 2009. Specifically, the OIG reviewed 10 loans 
which involved low interest refinancing under the 504 program and were approved 
between June and October 2009. The OIG identified a material SBA origination deficiency 
in 1 of these 10 loans regarding the creditworthiness of the borrower. The SBA took 
appropriate action to prevent this deficiency from occurring in other SBA-approved 504 
loans. 

Under the Small Business Jobs Act, the SBA implemented a temporary program allowing 
small businesses to refinance eligible fixed assets in its 504 program without the 
requirement of an expansion. The first loan was made in March 2011, key program 
changes were made in April and October 2011, and the program ended in September 2012. 
The OIG will continue to monitor the performance of loans made under this temporary 
program as the loans season or age. One interesting fact to note is that 24-percent of all 
loans approved under this temporary program were approved in September 2012, 
immediately before the program sunset. 

Given our limited insight into this program, the OIG believes the 5-year sunset provision 
set forth in the proposed bill titled “Commercial Real Estate and Economic Development 
Act of 2013” is prudent and necessary. 
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Questions for Jim Rich. Beaumont Chamber 
From Chair Mary L. Landrieu 

Small Business Committee Roundtable: “Helping Small Businesses 
Weather Economic Challenges & Natural Disasters: Review of 
Legislative Proposals on Access to Capital and Disaster Recovery” 

PRIORITY QUESTION - DISASTER RECOVERY 

Question #1 - Small Business Disaster Reform Act 

As I mentioned in my opening statement, I have introduced legislation 
with Senators Cochran, Gillibrand, Pryor, and Wicker to address some 
longstanding SBA disaster issues. The bill clarifies SBA’s collateral 
requirements for businesses and allows the Administrator to authorize 
out-of-state SBDCs to assist in disaster areas. 

• Will these reforms benefit chambers of commerce like you, as well 
as your fellow members of the International Economic 
Development Council? 

We are very supportive of the legislation. 


ADDITIONAL QUESTION - DISASTER RECOVERY 
Question #2 — SBDC Coordination 

You have previously indicated that you have a great relationship with 
your local SBDC chapter? 

• How has your chamber worked with your local SBDC chapters 
after disasters? 

We work closely with the leaders and the business consultants of the 
SBDC. We created two bridge loan programs and involved them in the 
formation of the rules and in the evaluation of the loan candidates. 
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PRIORITY QUESTION - ACCESS TO CAPITAL 


Question #3 - SBA Lender Activity Index 

As of September 2012, there were over 2,400 SBA lenders nationwide. 
While the SBA currently releases some information publicly about SBA 
lending activity, it is extremely difficult to find and comprehend if you 
are not an SBA lending professional. If a small business, mayor, or 
governor wants to determine SBA lending activity in their area, they 
lack the ability to do so easily. My Communicating Lender Activity 
Reports Ifom the Small Business Administration (CLEAR SBA) Act 
would require the SBA to establish an online database to provide 
consumers with more transparent, user-friendly data about their local 
SBA lenders. 

• This question is for all of you- do you think that more small 
businesses would find it easier to use SBA resources if more 
information was publicly available? 

While I like the idea of more information about SBA lending 
activity, I am not sure it is worth the expense or if the consumer 
public will access. Borrowers are concerned about confidentiality 
and might shy aware from the using the programs. 
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Questions for James Rivera. SBA 
From Chair Mary L. Landrieu 

Small Business Committee Roundtable; “Helping Small Businesses 
Weather Economic Challenees & Natural Disasters: Review of 
Legislative Proposals on Access to Capital and Disaster Recovery” 

PRIOMTY QUESTIONS - DISASTER RECOVERY 


Question #1 - Interest Rates 

I understand that SBA disaster loan interest rates are generally below 
market. However, 1 note that for a business that SBA determines has 
“credit elsewhere,” the interest rate is about 6 percent, which is higher 
than what a borrower can get on a conventional loan in the New York 
area, which is approximately 5 percent. 

• Why does the SBA charge higher interest rates than for-profit 
banks? 


Answer: SBA is not in competition with private sector lenders and sets it 
rates based on similar instruments in the private sector based on statute. 
The interest rate and 7 year term restriction for business loans 
determined to have credit available elsewhere directs the disaster 
impacted business to the lender that best meets its needs. If a business 
determined to have credit available elsewhere is unable to find better 
terms (including interest rate), then SBA isn ’t charging a higher interest 
rate than for-profit banks. 

• Can you describe what SBA looks for in its credit elsewhere test? 

Answer: The Business Credit Elsewhere Test (CET) measures the 
business applicant’s ability to address the disaster loss from available 
resources or to obtain credit from non-Federal sources at reasonable 
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rates and terms by evaluating two criteria: Cash Flow Test and Asset 
Test. The Cash Flow Test determines whether the applicant has 
sufficient cash flow to repay the loan based on commercial or market 
rates without incurring undue hardship. The Asset Test measures the 
applicant ’s ability to utilize available net worth to repair or replace the 
disaster damage. Credit Available Elsewhere is determined when the 
application meets both criteria. We consider the applicant, its owners or 
principals, and its affiliates when determining if credit is available 
elsewhere. 

Question #2 - High Decline Rates 

The decline rate for SBA disaster loans to businesses in New York is 
currently 66 percent. I recognize that the deadline for applications is not 
until later this month but this is extremely high. I am also concerned 
that businesses that may want to apply for SBA might give up once they 
hear that your agency is declining 66 percent of applications reviewed. 

• One would assume that business owners in the New York area 
have really good credit. If that’s the case, why is SBA declining so 
many applications? 

Answer: Unsatisfactory credit is not the only reason for a decline. In 
fact, approximately half of the businesses declined have been declined 
because they lacked repayment ability. 

• There is a requirement, for Presidentially declared disasters, that 
individuals must first apply to SBA and be declined, before they 
can be referred to FEMA for possible grant assistance. Are these 
FEMA- related pre-processing declines only on the homeowner 
side or are they contributing to high business decline rates? 
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Answer: Businesses that are declined by SBA are not referred to FEMA 
for grant assistance, because FEMA does not provide grant assistance 
to businesses. 

ADDITIONAL QUESTIONS - DISASTER RECOVERY 

Question #3 - Low Motivation to Take Up Loans 

Reports from areas impacted by Hurricane Sandy indicate that many 
small businesses are refraining from taking up SBA disaster loans. One 
reason seems to be that business owners believe they must wait until 
they get insurance settlements before they can apply to the SBA. 

• Is this lukewarm response due to business owners 
misunderstanding how the application process works or are other 
factors causing them to hold off on SBA applications? 

Answer: Some business owners do not want to apply for additional debt 
after a disaster. In addition, some business owners prefer to wait until 
they receive their insurance recovery or grant assistance to determine 
whether it ’s necessary to apply for a disaster loan. 

• What is SBA doing to ensure disaster victims have a clear 
understanding of how the program actually works? 

Answer: SBA is using a myriad of resources to provide outreach to the 
business community. 

SBA has created a dedicated Hurricane Sandy page on its Website that 
allows disaster victims to access recovery resources 24/7, including the 
Electronic Loan Application (ELA). SBA has participated in numerous 
phone calls with various State and local officials and agencies including 
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Governors, Mayors, Chambers of Commerce, Trade Associations, etc. to 
provide disaster recovery information. 

In order to provide additional resources to the business community, in 
addition to having SBA representatives in each of the Federal Disaster 
Recovery Centers, SBA has also opened more than 25 Business 
Recovery Centers (BRCs) in the Hurricane Sandy affected states. 

In an attempt to target additional disaster victims SBA has engaged in 
the use of social media. SBA has placed ads on Facebook that appear 
on profiles of individuals in the States that have been Presidentially 
declared. Blogs have also been instrumental in helping SBA get the 
word out about disaster assistance. Since the disaster there have been 
six blog posts by the Associate Administrator for Disaster Assistance 
covering different topics: SBA Coordinating with Our Federal Partners; 
SBA Standing Ready to Help Businesses, Homeowners and Renters 
Recover; Top Five Reasons You ’re Eligible to Apply for SBA Disaster 
Assistance; Send Us Your Completed Loan Application before the 
Deadline; A Lending Milestone as Congress Adds Recovery Funds and 
Six Months Later, A Steady Recovery. 

In coordination with our resource partners, SBA has also launched a 
Technical Assistance Loan Application Initiative (TALAI). The goal of 
this initiative is to provide follow-up assistance to disaster business 
applicants whose business loan applications were either declined or 
withdrawn. Declined and withdrawn business applicants are referred to 
SBA ’s resource partners to get additional counseling and guidance to 
help strengthen their loan applications for resubmission and possible 
reconsideration. 


Question #4 - SBA Deferment of Disaster Loan Payments 

The Small Business Act authorizes the SBA to defer payment of 
principal and interest on a case-by-case basis. During that time, 
however, interest still accrues. This is helpful to some businesses in the 
short term but, as the deferment ends, they receive a balloon payment. 
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The Act also allows SBA to “use other methods as it deems necessary 
and appropriate to assure the successful establishment and operation of 
[small businesses].” With this language, Congress intended for the SBA 
Administrator to have the tools necessary to keep businesses afloat after 
it makes both business and disaster loans. For example, Congress the 
2009 Recovery Act dovetailed on this intent by reducing fees on 7(a), 
504, and Microloan borrowers. 

• When does interest begin accruing on disaster loans and does 
SBA have existing authority to stop interest from accruing on 
these loans? 

Answer: Interest accrues on the disbursed loan funds starting from the 
date of the initial disbursement to the borrower. Interest only accrues on 
the amount disbursed. SBA does not have the authority to stop interest 
from accruing on disbursed loan funds but does provide an initial 
deferment period before the first payment is due. 

• When SBA provides a six-month deferment on disaster loan 
payments, does interest continue to accrue? (Yes/No) 

Answer: Yes, interest on disbursed funds continues to accrue during the 
deferment period. The initial accrual of interest during the deferment 
period is taken into consideration when the initial payment and term of 
the loan is calculated. SBA disaster loans are simple interest loans and 
the SBA loan accounting system does not charge interest on interest. 

• Please provide the committee with recommendations on 
improving the deferment process for disaster loans including, if 
available, best practices from private lenders and community 
banks. 

Answer: SBA ’s deferment policy is substantially more favorable than 
standard private lending practices. SBA recognizes that financial 
hardships, slow return of customer base or limited availability of 
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contractors and resources may lead to significant delays in the 
reconstruction project. Accordingly, we frequently consider requests to 
extend the borrower ’s initial deferment period on a case-by-case basis. 

PRIORITY QUESTION - ACCESS TO CAPITAL 


Question # 5 - SBA Lender Activity Index: 

As of September 2012, there were over 2,400 SBA lenders 
nationwide. While the SBA currently releases some information 
publicly about SBA lending activity, it is extremely difficult to find and 
comprehend if you are not an SBA lending professional. If a small 
business, mayor, or governor wants to determine SBA lending activity in 
their area, they lack the ability to do so easily. My Communicating 
Lender Activity Reports from the Small Business Administration 
(CLEAR SBA) Act would require the SBA to establish an online 
database to provide consumers with more transparent, user-friendly data 
about their local SBA lenders. 

• This question is for all of you- do you think that more small 
businesses would find it easier to use SBA resources if more 
information was publicly available? 

Answer: SBA believes that is important for small business borrowers to 
be able to access information about lenders in their communities. This 
is why the SBA makes lender information available on our website. At 
http://www.sba.gov/districtoffices, each district office’s webpage can be 
found from which SBA lenders can be searched by proximity to a zip 
code or by district office. These results can be sorted by gross approval 
amount or number of loans. 


Questions for James Rivera...Page 6 of 4 
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Additionally, more narrowly tailored information such as the number of 
loans and dollar amount of loans made to women owned/controlled 
small businesses, socially and economically disadvantaged small 
businesses and veteran owned/controlled small businesses can be easily 
obtained from any of the SB A ’s 68 district offices. Directing these 
information requests to district offices allows small businesses and 
interested parties to be served by lender relations specialists. Lender 
relations specialists are professionals with a great deal of knowledge 
about the lending communities in their districts and can best steer 
interested small business to the appropriate lenders in their community. 


Questions for James Rivera...Page 7 of 4 
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February 13, 2013 

The Honorable Mary L. Landrieu 
Chair 

Committee on Small Business and Entrepreneurship 
United States Senate 

And 

The Honorable James E. Risch 
Ranking Member 

Committee on Small Business and Entrepreneurship 
United States Senate 
Russell Senate Office Building, SR-428A 
Washington, DC 20510 

Dear Senator Landrieu and Senator Risch, 

On behalf of the international Economic Development Council (lEDC), please accept our appreciation for 
this opportunity to provide comments related to proposed changes to federal disaster assistance 
programs offered by the United States Small Business Administration {SBA}. Your continuing support of 
these critical programs is worthy of praise and we thank you for your leadership. 

lEDC has a strong history of supporting disaster planning and recovery. Our organization, with a 
membership of over 4,000 dedicated professionals, responded to communities in need following the 
2005 hurricane season, the BP Gulf oil spill and other disaster-related incidents by providing economic 
development recovery assistance. We have continued our work in this area through technical assistance 
projects and partnerships with federal agencies and other non-governmentai organizations. Our 
profession is invested in helping our country prepare for and respond to disasters, much the same as 
you and your colleagues on the Committee on Small Business and Entrepreneurship. To this end, we 
.support proposed changes that will allow SBA to more effectively deliver disaster recovery assistance to 
local businesses in need of federal aid. 

Rebuilding the local economy must be a top priority following a disaster, second only to saving lives and 
homes. lEDC supports changing the current collateral requirements that state a business owner must 
place their home up as collateral in order to secure an SBA loan. In times of crisis, affected business 
owners are understandably reluctant to place their homes up as collateral in order to obtain a much 
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needed loan to rebuild their business. Consequently, SBA loans put in place to help businesses rebuild 
following a disaster go underutilized. As lawmakers, you have a responsibility to protect the taxpayer, 
which is why we understand the need for posting collateral of equal or greater value to the amount of 
the loan. The proposed change that eliminates the specific requirement of using a home as collateral, 
and instead allowing other assets to act as collateral, will promote greater utilization of the loans. This is 
an idea we can all get behind; one that will lead to greater, faster economic recovery. 

When disaster strikes, we should do everything in our power to bring the full resources of the federal 
government to bear in the impacted community. This includes, most especially, bringing in top experts 
who can immediately begin helping businesses and local economies recover. The national network of 
over 1,100 Small Business Development Centers (SBDC) could be an excellent resource to stricken 
communities. Unfortunately, current rules prevent SBDC's from assisting their counterparts in other 
jurisdictions. For example, those communities in the mid-Atlantic and New England impacted by Sandy 
are not able to benefit from the enormous amount of knowledge and experience in storm recovery held 
by SBDC's in Florida and the Gulf region. Certainly, we can all agree that disasters warrant an 
extraordinary response and that response must include qualified expertise from all corners of the 
federal government. 

Forty to Sixty percent of small businesses that close as a result of a disaster do not reopen. This is an 
unacceptably high number. We would not accept that level of loss in homes and we cannot accept that 
level of loss in jobs; our communities cannot sustain such losses and duty dictates we make certain they 
don't have to. By enacting common sense legislation, like that which is under consideration here, and 
freeing the flow of capital and recovery expertise, we are taking concrete steps to give our small 
businesses and local economies the greatest chance to recover. 

lEDC is your partner in the work of job creation. We thank you for your leadership in support of small 
business and stand ready to offer our assistance in this and future efforts. 

Sincerely, 


Paul L. Krutko 

Chairman, International Economic Development Council 
And 

President and CEO, Ann Arbor SPARK 
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February 10,2013 

Honorable Mary Landrieu 
Chair 

Committee on Small Business and Entrepreneurship 

United States Senate 

428A Russell Senate Building 

Washington, DC 20515 

Dear Senator Landrieu, 

Thank you for giving the Association of Small Business Development Centers (ASBDC) the 
opportunity to comment on your proposed legislative amendments to the disaster assistance 
provisions in the Small Business Act (15 USC 631et seq.). 

While Congress has taken a significant step in addressing the resource issues following Sandy 
and other disasters there are still restrictions in the SBDC assistance authority and the US Small 
Business Administration’s loan making authority that could complicate future disaster recovery 
efforts. We applaud your efforts to deal with those issues. 

Under section 21(b) (3) of the Small Business Act (15 USC 648(b) (3)) SBDCs are limited in 
their ability to provide services across state lines. This prevents SBDCs dealing with disaster 
recovery, like New York and New Jersey, from being able to draw upon the resources available 
in our nationwide network of nearly 1,000 centers with over 4,500 business advisors. It likewise 
prevents states with great experience in disaster recovery assistance like Louisiana and Florida, 
from providing assistance to their colleagues. 

Your proposed legislation amends that SBDC geographic service restriction for the purposes of 
providing disaster support and assistance. Our Association wholeheartedly endorses that change. 
Allowing SBDCs to share resources across state lines or other boundaries for the purpose of 
disaster recovery is a common sense proposal, little different from utilities sharing linemen. In 
addition, we would like to note that this provision has been supported by the Senate Committee 
on Small Business and Entrepreneurship twice in previous Congresses. 


1 




87 


In addition, the ASBDC wishes to express its support for your proposals to amend the collateral 
requirements in the disaster loan program for loans under $200,000. SBDCs routinely assist 
small business owners with their applications for disaster loan assistance and have often faced 
clients with qualms about some of those requirements. 

We share a common goal of putting small business on the road to recovery after disaster strikes 
and getting capital flowing is a key factor in meeting that goal. To that end, ASBDC supports 
your efforts to ease collateral requirements and help improve the flow of disaster funds to small 
business applicants. We believe your proposal to limit the use of personal homes as collateral on 
smaller loans is consistent with the need to get capital flowing to affected businesses and ease the 
stress on these businesses. We also agree that this change will not undermine the underwriting 
standards of the disaster loan program. 


Thank you again for kind attention and continuing support of small business. 
Sincerely, 




C. E. “Tee” Rowe 

President/CEO 

ASBDC 


2 
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March 5, 2013 


The Honorable Mary Landrieu 
Chair 

Committee on Small Bu^ness and Entrepreneurship 
United States Senate 
428A Russell Smate Office Building 
Washington, D.C. 20510 

The Memorable James Risch 
Ranking Member 

Committee on Small Business and Bttrepreneui^up 
United Stat^ Senate 
428A Russell Senate Office Building 
Washingtorv D.C. 20510 

Dear Chair Landrieu and Ranking Member Risdu 

We write to you today in strong support of the Small Business Disaster Reform Act of 2013. Greater New 
Orleans, Inc. is a regional economic development alliance serving the 10-parish region of Southeast 
Louisiana. The PartTtership for New York Q'fy is a nonprofit organizatiem of the city's business leaders. We 
represent very different regions of the country, but we are both strong contributors to the national 
economy and we have been seriously impacted by natural disasters diat caused huge economic damage. 

The overall economic impact of Hurricane Katrina was estimated to be $1506 - the costliest natural disaster 
in U.S. histOTy. Similarly/ the disruption and damage inflicted by Super Storm Sandy - the second costliest 
natural disaster - is estimated at over $80 billion and resulted in daily loss of bdlions of dollars in economic 
output/ not only locally but across the country. The impact of these s torms has been particularly serious for 
small businesses/ forcing some to close shop aitirely and many to reduce services. The Federal 
government has programs that were intended to insure that small businesses and local economies can 
quickly recover from such disasters, but in our experierure these programs are not working as effectively as 
they should be and require legislative amendment That is why we are very interested in prompt action on 
the Small Business Disaster Reform Act. 

Here are some examples of what needs to change: 

• Small business owners are currently required by the Small Business Administration (SBA) to put up 
iheir primary r^denc£ as collateral for SBA disaster loans of less dian $2CX),0(X)/ even diou^ the 
value of their home often exceeds the value of the loan. The Small Business Disaster Reform Act of 
2013 would put in place a common sense solution that requires the SBA to collateralize small loans 
witii available business assete of equal or greater value before requiring the busmen owner to put 
up his or her personal home. In a time of crisis, every possible measure should be taken to avoid 
bxisiness owners having to put their families at further risk. This reform would reduce pressure on 
affected business owners and increase utilization of the SBA disaster loan program, while still 
providing necessary protections to the govenunent in the event of default. 


PARTNERSHIP 

for New York City 
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• Small Business Development Centers (SBDCs) have also played a critical role in helping businesses 
recover following disasters. However, imder current law, SBDCs can only assist businesses in their 
prescribed geographic region, even thou^ often times after major disasters like hurricanes, SBIXls 
are affected right along with businesses. Following a Presidential declaration of a disaster, effected 
regions need aid quickly and SBDCs in surrounding regions, including across state lines, should be 
able to help neighboring effected regions. This bill would allow for that 

• Small businesses are often disproportionately damaged by natural disasters due to loss of customer 
base, thin profit margins, diminished access to capital and difficulty with relocation. The reforms 
proposed would help business owmers take full advantage of available resources and accelerate 
their recovery by cutting bureaucratic red tape and providing businesses with foe tools needed to 
resume normal business as quickly as possible - putting people back to work. 

We appreciate foe Committee’s work on this critically important issue and urge foe Senate to work 
together to deliver these much needed reforms. Thank you in advance for your work towards 
strengthening foe economy. 

Sincerely, 

Michael H^ht 
President & CEO 
Greater New Orleai^, hic. 



Partnership for New York City 


cc: Senator Charles Schnmer 

Senator Kirsten Gillibrand 
Senator David Vitter 
Senator Carl Levin 
Senator Tom Harkin 
Senator Maria Cantwell 
Senator Mark Pryor 
Senator Ben Cardin 
Senator Jeanne Shaheen 
Senator Kay Hagan 
Senator Heidi Heitkamp 
Senator Marco Rubio 
Senator F^d Paul 
Senator Tim Scott 
Senator Deb Fischer 
Senator Mike Enzi 
Senator Ron Johnson 
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February 26, 2013 

The Honorable Mary Landrieu 
Chair 

Committee on Smaif Business and Entrepreneurship 
United States Senate 
Russeii Senate Building, SR-428A 
Washington, D,C. 20515 

Dear Senator landrieu: 

The North Louisiana Economic Partnership thanks you for the opportunity to comment on the proposed changes 
to the disaster assistance programs offered by the United States Small Business Administration. The proposed 
amendments to the Small Business Act (15 USC 631 et seq.) will greatly enhance federal assistance to small 
businesses recovering from disasters. NIEP applauds your efforts to support our small businesses which make up 
the backbone of the American economy. 

As a regional economic development organization promoting North Louisiana, NLEP often works with businesses 
impacted by natural or manmade disasters. TTie Impact of these disasters can temporarily or permanently shut 
down small businesses, leaving both small business owners and their employees without a livelihood. The SBA 
disaster programs offer a real lifeline to these impacted businesses which have very few options available to them. 
The proposed amendment to Section 1 of the bill regarding collateral for business disaster loans would allow more 
small businesses to utilize the disaster loan programs. If approved, small business owners would no longer have to 
use their primary residence as collateral toward a SBA disaster business loan of less than $200,000, If other assets 
are available. During a widespread disaster, the primary residence of business owners may also be impacted and 
requiring them to use their home as collateral would create an onerous burden and/or be financially unfeasible. 
Eliminating this collateral requirement opens up assistance to those businesses most impacted by disaster, 
speeding recovery for businesses and a region's economy. 

The second proposed change to Section 2 of the Small Business Act would allow Small Business Development 
Centers (SBDCs) to provide technical assistance to impacted smail businesses beyond the current 250 mile 
limitation. The Louisiana Small Business Development Centers (LSBDCs) have successfully worked with countless 
small businesses devastated by Hurricanes Katrina, Rita, Gustav and Ike, and most recently the BP oil spill. The 
experience and expertise that the ISBDC could have shared with the SBDCs in the New York and New Jersey area 
would have enhanced their capabilities to cope with Superstorm Sandy, in times of disaster, it is essential to 
collaborate and pool resources In order to speed up delivery of much needed assistance. 

For these reasons, the North Louisiana Economic Partnership fully endorses the proposed amendments to the 
current SBA legislation that would open up, enhance and efficiently deliver disaster assistance to small businesses. 

Sincerely, 



Scott Martinez 
President 

North Louisiana Economic Partnership 
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Jaxchamber 

Connect. Grow. Prosper. 


March 12, 2013 


The Honorable Mary Landrieu 
Chair 

Committee on Small Business and Entrepreneurship 
Untied State Senate 
428A Russell Senate Office Building 
Washington, D.C. 20510 

The Honorable James Risch 
Ranking Member 

Committee on Small Business and Entrepreneurship 
Untied State Senate 
428A Russell Senate Office Building 
Washington, D.C. 20510 


Dear Chairwoman Landrieu and Ranking Member Risch, 

On behalf of the JAX Chamber, I write to you today in support of the Small Business Disaster 
Reform Act of 2013. The JAX Chamber is the business membership organization dedicated to 
drMng quality economic growth in Northeast Florida to make this region the best place to work, 
live and play. 

As a Chamber of Commerce focused on economic development, we not only have partnerships 
in Northeast Florida, but across the state and the entire country. We are keenly aware of the 
long-term impact natural disasters can have on a local economy, especially on the small 
business community. 

We were very pleased to team that issues like the Collateral Requirements for Business 
Disaster Loans are being addressed. In this instance, a small business may only be applying 
for loans in the range of $200,000 or less, but it is required to put up their personal home as 
collateral. This typically far exceeds the value of the loan instead of being able to use business 
assets of equal or greater value. 

Small business is the heart of any community, and we should not be burdening them even more 
after they have lost so much. This legislation tackles the above issue head-on by clarifying that 
the SBA must use business assets, if available, as collateral for disaster loans of $200,000 or 
less. 

The other major issue to be addressed is the current law which prohibits Small Business 
Development Centers (SBDC's) from assisting businesses outside of their geographic areas. 
When a natural disaster strikes, there should be no boundaries or burdens to assistance. In 
Northeast Florida, we have quick access to several states and should be allowed to deploy 
resources to aid those in need. 


3 Indepetrtent Drive | Jacksonville, Florida 32202 | Office (904) 386-6600 1 Fart (904) 632-061 7 1 www.myjaxchamber.com 
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jAXCHAMBER 

Connect. Grow, Prosper. 

By passing the Small Business Disaster Act of 2013, SBDC’s will now be allowed to assist in 
presidentially declared disaster areas. 

As a Chamber of Commerce that also works very closely with our own SBDC, we strongly 
encourage you and your colleagues to pass this legislation with the utmost speed. We can 
never be sure when, or where, the next disaster will strike. 

Sinrorely, 

/ deny ^llot 
/ /interirh President & CEO 
' / JAyChamber 


3 Independent Drive j Jacksonville, Florida 32202 ( Office (904) 366.6600 j Fax (904) 632.0617 ) www.myjaxchamber.com 
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February 13, 2013 

Honorable Mary Landrieu 
Chair 

Committee on Small Business and Entrepreneurship 
United States Senate 
428A Russell Senate Building 
Washington, D.C 20515 

Dear Senator landrieu, 

TTie Texas economy has outperformed the rest of the country not only over the long term but also 
during the recent recession. Our pro-business climate has been a huge contributing ^ctor to that, and 
so have Texas' small businesses. From 2002-2009, small businesses of fewer than 10 employees fueled 
the Texas employment engine, adding nearly 800,000 new jobs. When disaster strikes the Gulf Coast, as 
it did with Hunicanes Katrina, Rita, Gustav, and tke, our small businesses are hit hard. The sooner they 
are able to recover the better it Is for the region, the state, and the nation. 

This is why I am writing to support your proposed legislative amendments to the disaster assistance 
provisions in the Small Business Act (15 USC 631 et seq). Section 1 of the bill addresses coiiateral on 
business disaster loans. If approved, no longer would small business owners have to use their primary 
personal residence for collateral towards SBA disaster business loans less than $200,000 if other assets 
are available of equal or greater value than the amount of the loan. This would certainly help to reduce 
anxiety on the part of small business owners and their families who have already experienced enough 
stress through damage to or total destruction of their businesses. 

Section 2 of the bill Includes the provision that authorizes the Small Business Administration to allow 
out-of-state small business development centers to provide assistance in presidentially-declared 
disaster areas, which is currently not allowed. When Hurricane Ike devastated our region In September 
2008, we welcomed any and all kinds of disaster relief. The northeast Just experienced a similar disaster 
with Hurricane Sandy. Utility crews from across the nation responded quickly to each. State lines 
should never be used to prevent aid from reaching disaster victims. The majority of the membership of 
our oi^anization is comprised of small businesses. On their behalf, we fully endorse this provision. 

Thank you for working to keep America's small businesses strong and helping them to recover ht>m 
major storms that we know will strike again. 


Sincerely, 



Bob Mitchell 
President 

Bay Area Houston Economic Partnership 


P.O. 8ca 58724 Houston Texas 77258-8724 
Voice: 832.536.3255 ftx: 832.536.3258 www.ba^'areahouslon.com 
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February 19, 2013 


The Honorable Mary Landrieu 
Chair 

Committee on Small Business and Entrepreneurship 

United States Senate 

428A Russell Senate Building 

Washington, DC 20515 

Dear Senator Landrieu, 

The St. Tammany Economic Development Foundation thanks you for the opportunity to 
comment on the proposed amendments to the disaster assistance provisions in the Small 
Business Act (15 US 631 et seq). As we learned from Hurricanes Katrina, Rita and most 
recently Isaac, the sooner our small businesses are able to recover, the better it is for the 
region, the state and the nation. 

We fully endorse the proposed amendment to Section 1 of the bill regarding collateral on 
business disaster loans. If approved, no longer would small business owners have to use 
their primary personal residence for collateral towards SBA disaster business loans less than 
$200,000 if other assets are available of equal or greater value than the amount of the loan. 
In times of crisis, affected business owners are understandably reluctant to place their 
personal homes up as collateral in order to obtain a much needed loan to rebuild their 
business. Allowing business assets to act as collateral will promote greater utilization of the 
loans; leading to faster economic recovery. 

Under Section 2 of the bill, Small Business Development Centers (SBDCs) are limited In their 
ability to provide services across state lines. This prevents SBDCs in affected areas from 
being able to draw upon the resources available from their colleagues nationwide. Louisiana 
SBDCs have great experience In disaster recovery assistance and should not be prevented 
from providing assistance to their colleagues outside of Louisiana in the event of disaster. 
Therefore, we fully support this provision. 

We applaud your efforts to protect small businesses in the wake of disasters and thank you 
for continuing to be a strong advocate on their behalf. After all, small businesses are the 
lifeblood of our great nation. 


Sincerely, 



21489 Koop Drive 
Suite 7 

Mandeviile, Louisiana 70471 
Phone: (985) 809-7874 
Fax: (985) 809-7596 
www.stedf.org 


Brenda Bertus 
Executive Director 

St Tammany Economic Development Foundation 
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A SWLA ECONOMIC DEVELOPMENT 

Alliance 

February 25, 2013 

The Honorable Mary Landrieu 
Chair 

Committee on Small Business and Entrepreneurship 

United States Senate 

428A Russell Senate Building 

Washington, CD 20515 

Dear Senator Landrieu, 

The Southwest Louisiana Economic Development Alliance welcomes the opportunity to comment on the 
proposed amendments to the disaster assistance provisions in the Small Business Act (15 US 631 et 
seq.). As we learned from Hurricanes Rita and Ike, the sooner our small businesses are able to recover, 
the better it Is for the region, the state and the nation. 

We fully endorse the proposed amendment to Section 1 of the bill regarding collateral on business 
disaster loans. If approved, no longer would small business owners have to use their primary personal 
residence for collateral towards SBA disaster business loans less than $200,000 if other assets are 
available of equal or greater value than the amount of the loan. In times of crisis, affected business 
owners are understandably reluctant to place their personal homes up as collateral in order to obtain a 
much needed loan to rebuild their business. Allowing business assets to act as collateral will promote 
greater utilization of the loans; leading to faster economic recovery. 

Under Section 2 of the bill, Small Business Development Centers (SBDCs) are limited in their ability to 
provide service across state lines. This prevents SBDCs in affected areas from being able to draw upon 
the resources available from their colleagues nationwide. Louisiana SBDCs have great experience in 
disaster recovery assistance and should not be prevented from providing assistance to their colleagues 
outside of Louisiana In the event of disaster. Therefore, we fully support this provision. 

About 85% of the members of the Chamber SWLA are small businesses. We applaud your efforts to 
protect small businesses in the wake of disasters and thank you for continuing to be a strong advocate 
on their behalf. 

Sincerely, 

George Swift 
President/CEO 

SWLA Economic Development Alliance 


Chamber ©Alliance 

SOOlHWESf 1 OUISIANA . K « .e p * -: ■ o y 

120 West Pujo Street • lake Charles, LA • Mailing Address; P.O. Box 3110, Lake Charles, LA 70602'3110 
Phone: 337.433.3632 • Fax: 337.436.3727 • www.allianceswla.org 
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Chamber of Commerce 

cffim 

United States of America 


R, BRUCE JOSTEN 

EXECUTIVE VICE PRESIDENT 
GOVERNMENT AFFAIRS 


1615 H STREET. N.W. 
WASHINGTON, D.C. 20062-2000 
202/463-5310 


March 14, 2013 


The Honorable Mary Landrieu 
United States Senate 
Washington, DC 20510 

Dear Senator Landrieu: 

As a longstanding advocate for increasing access to capital for small businesses, the U.S. 
Chamber of Commerce supports S. 5 1 1 , the ‘"Expanding Access to Capital for Entrepreneurial 
Leaders Act.” If enacted into law, S. 51 1 would make available an additional $500 million a 
year in funding for small businesses through the Small Business Administration’s Small 
Business Investment Company (SBIC) program. Furthermore, the resulting increase in capital to 
small businesses would come at no additional cost to the taxpayer. 

Policies that foster and encourage robust entrepreneurial activity and small business 
ownership provide the basis for economic prosperity important to the long-term vitality and 
success of our nation. The SBIC program is an important source of early binding for 
entrepreneurs, and it plays an important and vital role in providing an alternative means of 
obtaining capital where funding has not been available through conventional lending methods. 

The U.S. Chamber of Commerce is the world’s largest business federation, representing 
more than three million businesses of every size, sector and region. More than 96 percent of the 
Chamber’s members are small businesses with 100 or fewer employees. On behalf of our smaller 
members, the Chamber thanks you for introducing S. 5 11 and looks forward to working with you 
to make access to capital more affordable and available to small businesses. 

Sincerely, 


R. Bruce Josten 
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Redesigning Flood 

Erwann Michei-Kerjan* and Howard Kunreuther 

I nsurance and government assistance 
play centra! roles in ensuring economic 
and social resilience in the aAcnnatb of 
catastrophes in developed countries. Around 
the globe in the past decade, disasters have 
led to unprecedented claims payments to 
insured victims, anti government rclieCto aid 
the uninsured and the affected communities 
has risen to historic Icvct.s (J-3). increases 
in population, property values, and concen- 
tration of assets in hazard-prone areas are 
primary causes (2). Recent climate studies 
indicate we should also expect more extreme 
weather related events in the future (-^-d). 
'I'hc cumulative expected exposure of the 
IJ.S, government to catastrophes over the next 
75 years could reach S7 trillion ( 7). 

We propo,sc routes to improve floixl insur- 
ance coverage through the U.S. National 
Flood insurance Program (NFIP). one of the 
largest government disaster-insurance prtv 
grams in the world, 'i’hc U.S, Congrc.ss is 
discussing options for continuing the NFIP. 
which now operates under a i-year exten- 
sion. set to expire on 30 September 201 5 , The 
Federal Emergency Management Agency 
(FEMA), which is responsible for the NF!P, is 
reanalyzing the program. Wc argue that a new 
strategy for managing fioods can increase 
personal responsibility, decrease risk, and 
lower government exposure. Improved sci- 
entific knowledge from a range of disciplines 
will be needed to price the proposed finan- 
cial products appropriately. If siiccessful 
in the United States, the approach could be 
explored by otiier countries. 

Insuring Flood Risk 

Floods arc one of the most destructive haz- 
ards (<V). in the United .Slates, Hoods account 
for nearly two-thirds of ail pre.sidcmiai disa,s- 
ter declarations over the period 195.3 lOH) 
(.sec .supporting online material). Hurricanes 
Katrina. Rita, and Wilma and their result- 
ing storm surge in 2005 cost over $180 bil- 
lion (201 1 prices) (F). in the summer of 2010. 
one of the wonst floodings in Pakistan’s his- 


Csrtter fo' Ristt Mariacjemcnt and Decision Processes, Oncr- 
ations and Information Managemeni Deoattment, Iho 
Wiiarton School University of Pennsylv.nnis, Phtlsdclnhia, 
Pfi t9t04, USA. 

•Aisthnr for cor.'espondonte. crwarinn'kffiwnartoo. 
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Insurance 



Devastating tosses require better insurance. 


tor\' affected more than 20 million 
people and inflicted S8 billion to 
SiO billion in rccov’ery and recon- 
struction costs (10). China also 
experienced the svorst floods in 
a decade, w'bich cost $50 billion 
(//). In December 2010. Australia 
suffered historical flooding. 

Low-incomc countries typi- 
cally rely on government and 
international aid to cope with 
major fioods. As countries reach a 
higher level of economic develop- 
ment, insurance mechanisms arc 
used more broadly. Flood insur- 
ance can be private, as in Ocr- 
many and the United Kingdom. 

In the United States, residents 
purchase flood insurance mostly through tlie 
federally run NFIP, established in 1968 as 
a result of increased federal relief triggered 
by disasters in the i960s and the insurance 
industry’s rcfu&t! to cover ihi.s hazard because 
of their inability to accurately assess the risk 
(12). The NFIP covens $1.2 trillion of prop- 
erty today (mainly in coastal states), over 
three times what was covered 20 years ago 
(JS, N). 

NFIP premiums arc established by the 
fctleral government. A homeowner can pur- 
chase building and contents etwerage up to 
$250,000 and $100,000. respectively, but 
only if the community that ho or she lives in 
participalc.s in the program, rbis requires that 
a flood-risk map ha.s been completed and that: 
the appropriate public boiiy has adopted ade- 
quate floodplain management regulations. 
Homeowners in high-risk areas (defined us 
■’100-year" or "base" levels, expected to be 
flooded at least once every iOO years) arc 
required to purchase coverage if they hold a 
federally backed mortgage. 

Limits of the NFIP as Currently Designed 
The absence of a large reserve has forced the 
NFIP into debt, as it has borrowed over $19 
billion from the U.S. Treasury to cover iosse.s 
caused b\' the 2005 and 2008 hurricanes and 
floods (/3). Subsidized insurance is part of 
the problem: Buildings that arc near or below 
base flood elevation but that were in place 
before community flood-risk maps were 
completed are still charged rales that are con- 
siderably below’ the actuarial risk. This was 


done originally to maintain property values, ^ 
About one-fourth of insured properties arc ^ 
still .subsidized that way (15, 16). And oven ^ 
propertie.s constructed iiller flood mapping ri 
arc charged premiums based only on an av’or- 'cj 
age historical toss year ( / 7).. > 

The NFlf’ has not been able to cnroli and 
retain many homcowmers exposed to flood '' 
risk. Recent studies show that insurance pen- ^ 
etration in flood-prone areas remains only at 
about 50% ( /.(f, Z^'), Tlii.s lack of coverage Ls o 

likely to increase the need for disaster relief "re 

afler major floods. This situation is not spe- -g 
cific to tlie Unitci,! Stales. In C,!ermany. flood 5 
insurance penetration is only 1 0% for single- q 
family home.s (20). Afler the majoi’ 2002 Elbe 
floods, the (iorman government provided the 
largest amount of public funds ever paid in 
the country’s history to compensate unin- 
sured flood victims. In China, only 1 to 2% 
ofthe $50 billion losses of last year’s floods 
were insured (//), 

Do a large proportion of homeowners 
never buy coverage, or do many who once 
purchased imsurance let their policies lapse? 

To answer this quc.stion, we iinalyzcd all new | 
policies i.ssued by the NFIP over the period | 

1 -lainiury 2001 to .M December 2009 (>, - | 

8.9 million) (2/ ), The median length of time S 
before these new policies lapsed is 3 to 4 | 
years. On average, only 74% of new policies | 
were still in force ! year after tlicy were pur- I 
chased; afler 5 years, only 36% were stilt in | 
place. The lapse rate is high even afler cor- ^ 
reeling formigration and docs not vary much § 
across flood ztrnes (2/). S 
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Behavioral research can shed light on the 
underinsurance probiem. As the probability 
of flood in a given year is low, individuals 
often treat these potential disasters as below 
their threshold level of concern. Studies on 
risk perception show that individuals do not 
understand low probabilities well and often 
simply ignore likelihood information when 
making decisions { 22 , 23 ). The language 
used to communicate risks is also a problem. 
Scientists often talk about a “100-year return 
flood,” but many individuals do not under- 
stand what that means. Some who have suf- 
fered a flood believe that they will not have 
another flood for 1 00 years. Homeowners are 
often myopic: if they paid insurance premi- 
ums for a few years but have not collected on 
their policy, they often view insurance as a 
bad investment and cancel their policy (12). 
Finally, there might be rational reasons for 
not purchasing coverage when this expense 
competes with other needs that have to be sat- 
isfied with a limited budget. 

Better Tools for Disaster Financing 
Our proposal for redesigning flood insurance 
has five prongs, to be implemented simulta- 
neously because they complement each other. 
First, to account for myopic behavior, we rec- 
ommend that flood insurance be sold not as 
1-year contracts but as multiyear contracts 
(e.g,, 5 or 10 years) that would be attached 
directly to the property at risk raflier than to 
the homeowner (as is currently done). Wc 
propose that this be made mandatory for all 
homeowners in high-risk areas. To ensure 
that the requirement is enforced, FEMA 
could be empowered by Congress to monitor 
both existing and new construction in those 
areas. This reform will generate several ben- 
efits. It would avoid cancellation of insurance 
after just a few years. If a homeowner were to 
move to another location, the contract would 
be transferred to the new owner. As a result, 
many more properties will be covered and 
remain so over time, This should also increase 
the diversification of die NFIP’s portfolio. 

Second, premiums must be risk-based for 
all, so that homeowners will be informed of 
the true exposure of their residence to poten- 
tial flood damage. 

Third, such insurance contracts could 
be complemented with multiyear home- 
improvement loans provided by the gov- 
ernment or commercial banks to encour- 
age investment in cost-effective risk-reduc- 
tion measures, such as flood-proofing one’s 
house; the reduction in insurance premiums 
could offset the annual cost of the loan. The 
benefits of mitigation may also become more 
apparent over a 5- or 10-year period. 


FcHirth, we recommend a new flood insur- 
ance voucher program to addr«s issues of 
equity and affordability to complem^t the 
strategy of risk-based premiums for all. Prop- 
erty owners currently residing in a high-risk 
zone who require special treatment would 
receive a voucher by the NFIP as part of its 
budget or through special appropriations. 
This program would be similar to the Supple- 
mental Nutrition Assistance ftogram (“food 
stamps”) and the Low incenne Home Energy 
Assistance Program, which in the United 
States assist millions of low-income Irause- 
holds meet food and aieigy needs every year. 

This proposal will require that building 
vulnerability be updated at policy renewal 
(every 5 or 10 years) and be reflected in the 
new premiums. Rcevaluation of the flood 
hazard across the coiintry will be needed over 
time to reflect hydrological changes due to 
factors such as additional runoffs caxised by 
new construction, loss of wetlands, and pos- 
sible effects of a changing cUnuue (24). 

Fifth, given the current level of US. public 
debt and the desire to lower taxpayers’ finan- 
cial liability, we propose that the NFIP reduce 
its catastrophe exposure by purchasing pri- 
vate reinsurance and catastrophe bonds (13, 
25). We recommend a four-layer approach. 
After the NFIP determines how much risk to 
retain, private reinsurers would provide cov- 
erage for a second layer of losses. Investors 
would then provide capital through catas- 
trophe bonds to cover a third layer of losses. 
For truly exceptional events, the NFIP would 
utilize its borrowing capacity from the US. 
Treasury (fourth layer). Determination of 
these layers will be based on their price and 
how much exposure the program opts to 
retain or transfer. 

Transparent measurement of risk exposure 
is critical. Sophisticated catastrophe-mod- 
eling techniques must be used to determine 
average annual loss, standard deviation, prob- 
able maximum loss, and other features that 
enter into the pricing of disaster risk-financ- 
ing instruments. Catastrophe models devel- 
oped hy the scientific community can be used 
to update US. flood maps, as about half of the 
NFIP’s roughly 106,000 maps were more than 
15 years old in April 2008 (2d). Some steps 
have already been taken to address this prob- 
lem. FEMA has begun to digitize flood maps 
using geographic information systems so that 
they are easier to update. After the failure of 
the New Orleans’ levee system in 2005, flie 
US. Army Coip.s of Enginews began reeval- 
uating levees throughout the United States 
using data ftom hydrology, climatolc^, soil 
science, and engineering. These studies have 
helped determine which levees no longer 


meet the standards for which they had been 
designed. These developments in assessing 
risk more accurately could be useful in deter- 
mining costs and benefits of the proposed 
redesign of flood insurance. 
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People Get Ready 

Disaster Preparedness 

Natural catastrophes are becoming more common and more expensive, 
but human and financial losses can be greatly reduced 
through incentives to purchase insurance and install protective measures. 


I n recent years, we have witnessed a dramatic in- 
crease in the economic cost and human impact 
from hurricanes, earthquakes, floods, and other 
natural disasters worldwide. Economic losses from 
these catastrophic events increased from $528 bil- 
lion (1981-1990) to more than $1.2 trillion over 
the period 2001-2010. 

Although we are only halfway through 201 1, an excep- 
tional number of very severe natural catastrophes, notably 
the March 2011 Japan earthquake and tsunami, will make 
201 1 a record year for economic losses. In the United States, 
the southern and midwestern states were hit by an extremely 
severe series of tornadoes in April and May, and at about 
the same time, heavy snowmelt, saturated soils, and over 20 
inches of rain in a month led to the worst flooding of the 
lower Mississippi River since 1927. Hurricane Irene in Au- 
gust caused significant flooding in the northeast and is re- 
sponsible for at least 46 deaths in the United States. Global 
reinsurance broker Aon Benfield reports that US. losses 


from Irene could reach as high as $6.6 billion; Caribbean 
losses from Irene are estimated at nearly $1.5 billion. 

Given the increasing losses from natural disasters in re- 
cent years, it is surprising how few property owners in haz- 
ard-prone areas have purchased adequate disaster insur- 
ance. For example, although it is well known that California 
is highly exposed to seismic risk, 90% of Californians do 
not have earthquake insurance today. This is also true for 
floods. After the flood in August 1998 that damaged prop- 
erty in northern Vermont, the Federal Emergency Manage- 
ment Agency (FEMA) found that 84% of the homeowners 
in flood-prone areas did not have insurance, even though 
45% of these individuals were required to purchase this cov- 
erage because they had a federally backed mortgage. In the 
Louisiana parishes affected by Hurricane Katrina in 2005, the 
percentage of homeowners with flood insurance ranged 
from 57.7% in St. Bernard Parish to 7.3% in Tangipahoa 
when the hurricane hit. Only 40% of the residents in Or- 
leans Parish had flood insurance. 
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Similarly, relatively few homeowners invest in loss-re- 
duction measures. Even after the series of devastating hur- 
ricanes that hit the Gulf Coast states in 2004 and 2005, a 
May 2006 survey of 1,100 adults living in areas subject to 
these storms revealed that 83% of the respondents had 
no steps to fortify their home and 68% had no hurricane 
survival kit. 

For reasons we will explain in this article, many home- 
owners are reluctant to undertake mitigation measures for 
reducing losses from future disasters. This lack of resiliency 
has made the United States not only very vulnerable to fu- 
ture large-scale disasters but also highly exposed financially. 
Given the current level of government financial stress, it is 
natural to wonder who will pay to repair the damage caused 
by the next major hurricane, flood, or earthquake. 

To alleviate this problem, we propose a coroprehensiw 
program that creates an incentive structure that wiU encour- 
age property owners in high-risk areas to purchase insur- 
ance to protect themselves financially should they suffer 
losses from these events and to undertake measures to reduce 


property damage and the accompanying injuries and fatal- 
ities from future disasters. 

Why are losses increasing? 

Two principal socioeconomic factors directly influence the 
level of economic losses due to catastrophic events: exposed 
population and value at risk. The economic development 
of Florida highlights this point. Florida’s population has in- 
creased significantly over the past 50 years: from 2.8 mil- 
lion inhabitants in 1950 to 6.8 million in 1970, 13 million in 
1990, and 18.8 million in 2010. A significant portion of that 
population lives in the high-hazard areas along the coast. 

Increased population and development in Florida and 
other hurricane-prone regions means an increased likeli- 
hood of severe economic and insured losses unless cost-ef- 
fective mitigation measures are implemented. Due to new 
construction, the damage from Hurricane Andrew, which hit 
Miami in 1992, would have been more than twice as great if 
it had occurred in 2005. The hurricane that hit Miami in 
1926 would have been almost twice as costly as Hurricane 


1 5 most costly catastrophe insurance losses, 1 970-201 0 (in 2011 U.S. dollars) 




($ billion) 

Event 

(dead or missing) 

Year 

Area of primary damage 

48.6 

Hurricane Katrina . 

1336 

2005 

USA, Gulf of M&dcc^ et al. 

37.0 

9/11 Attacks " . ' 

3325 

2C^1 

MSA 

24.8 

Hurricane Andrew 

.-V ■ 43 ■' 

1992 

USA, Bahamas 

20.6 

Northridge&nhquake ; 


1994 

USA 

17.9 

Hurricane ike 

348 ' 

2008 

USA,Caribi^h^^al. ' 

14.8 

Hurricane Ivan 

124 

2004 

USA, Caribbean, etal' ^ ^ 

1^.0 

Huiricane VWIma ” ^ 

35 

2005 

USA > Gulf of Meidco, et a). 

113 

HuiricarwRita 

34 

2005 

USA, Guff of Mexico, et al. 

9.3 :: 

Hurricane Charley 

24^^-' ■ 

2004 

USA< Caribbean, etal 

9.0 

Typhoon Mirelile 

51 

1991 

Japan 

8.0 

Maule earthqOa)« (Mw: 8.8) 

^^,562/' 

2010 

Chile 

8.0 

Hurricane Hugo 

71 

1989 

Puerto Rko, USA, et al. 

7.8 

Wnter Storm Darla 

95 

1990 

France, UKi et al 

7.6 

Winter Storm Lothar 

110 

1999 

France, Switzerland, et al. 

6.4 

Wnter Storm KyriH 

54 

2007 

Germany, UK, N^eriahds, France 
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Katrina had it occurred in 2005, and the Galveston hurricane 
of 1900 would have had total direct economic costs as high 
as those from Katrina. This means that independent of any 
possible change in weather patterns, we are very likdy to 
see even more devastating disasters in the coming years be- 
cause of the growth in property values in risk-prone areas. 
In addition, recent climate studies indicate that the United 
States should expect more extreme weather-related events in 
the future. 

Table 1 depicts the 1 5 most costly catastrophes for the 
insurance industry bet ween 1970 and 2010. Many of these 
truly devastating events occurred in recent years. Moreover, 
two-thirds of them affected the United States. 

Increasing role of federal disaster assistance 
Not surprisingly, the disasters that occurred in now much 
more populated areas of the United States have led to higher 
levels of insurance claim payments as well as a suige in the 
number of presidential disaster declarations. Wind coverage 
is typically included in US. homeowners’ insurance poli- 
cies; protection from floods and earthquakes is not. 

The questions that need to be addressed directly by Con- 
gress, the White House, and other interested parties are: 

• Who will pay for these massive losses? 

• What actions need to be taken now to make the coun- 
try more resilient when these disasters occur, as they cer- 
tainly will? 

In an article published this summer in Science about re- 
forming the federally run National Flood Insurance Pro- 
gram (NFIP), we showed that the number of major disaster 
declarations increased from 252 over the period 1981-1990, 
to 476 (1991-2000), to 597 (2001-2010). In 2010 alone there 
were 81 such major disaster declarations. 

This more pronounced role of the federal government in 
assisting disaster victims can also be seen by examining sev- 
eral major disasters that occurred during the past 60 years 
as shown in Table 2. Each new massive government disaster 
relief program creates a precedent for the future. When a dis- 
aster strikes, there is an expectation by those in the affected 
area that government assistance is on the way. To gain polit- 
ically from their actions, members of Congress are likely to 
support bills that authorize more aid than for past disasters. 
If residents of hazard-prone areas expect more federal relief 
after future disasters, they then have less economic incentive 
to reduce their own exposure and/or purchase insurance. 

Reducing exposure to losses from disasters 

Today, thanis to developments in science and technology, we 

can more accurately estimate the risks that different commu- 


nities and regions face from natural hazards. We can also 
identify mitigation measures that should be undertaken to 
reduce losses, injuries, and deaths from future disasters, and 
can specify regions where property should be insured. Yet 
many residents in hazard-prone areas are still unprotected 
against earthquakes, floods, hurricanes, and tornados. 

We address the following question: How can we provide 
short-term incentives for those In-ing in high-risk areas to 
invest in mitigation measures and purchase insurance? 

We first focus on why many residents in hazard-prone 
areas do not protect themselves against disasters (a behav- 
ioral perspective). We then propose a course of action that 
overcomes these challenges (a policy perspective). Specifi- 
cally, we believe that multiyear disaster insurance contracts 
tied to the property and combined with loans to encourage 
investment in risk-reduction measures will lead individu- 
als in harm’s way to invest in protection and therefore be in 
a much better financial position to recover on their own af- 
ter the next disaster. The proposed program should thus re- 
duce the need for disaster assistance and be a win-win sit- 
uation for all the relevant stakeholders as compared to the 
status quo. 

Empirical evidence from psychology and behavioral 
economics reveals that many decisionmakers ignore the po- 
tential consequences of large-scale disasters for the follow- 
ing reasons: 

Misperceptions of the risk. We often underestimate the 
likelihood of natural disasters by treating them as below our 
threshold level of concern. For many people, a 50-year or 
25-year storm is simply not worth thinking about. Because 
they do not perceive a plausible risk, they have no interest 
in undertaking protective actions such as purchasing insur- 

Examples of federal aid as percentage 
of total disaster losses 

Federal aid as 

Disaster % of total damage 

Hurricane Ike (2008) W 

Hurricane Katrina {2005} 50% 

Hurricane Hugo (1989) ^ 23% 

Hurricane Diane (1955) 6% 

Source: Michel-Keijan and Voikman-Wsse (201 1) 
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ance or investing in loss-reduction measures. 

Ambiguity of experts. Experts often differ in their esti- 
mates of the likelihood and consequences of low-probability 
events because of limited historical data, scientific uncer- 
tainty, changing environmental conditions, and/or the use 
of different risk models. The variance in risk estimates leads 
to confusion by the general public, government entities, and 
businesses as to whether one needs to pay attention to thb 
risk. Often, decisionmakers simply use estimates from their 
favorite experts that provide justifications for their proposed 
actions. We recently conducted an empirical study of 70 in- 
surance companies and found that insurers are likdy to charge 
higher premiums when faced with ambiguity than when the 
probability of a loss is well specified. Furthermore, they tend 
to charge more when there is conflict among experts than 
when experts agree on the uncertainty associated with the 
risk of flood and hurricane hazards. 

Short horizons for valuing protective measures. Many 
households and small businesses project only a few years 
ahead (if not just months) when deciding whether to spend 
money on loss-reduction measures, such as well-anchored 
connections where the roof meets the walls and the walls 
meet the foundation to reduce hurricane damage. This my- 
opic approach prevents homeowners from undertaking pro- 
tective measures that can be justified from an economic per- 
spective after 5 or 10 years. This short-sighted behavior can 
be partly explained by decisionmakers wanting to recoup 
their upfront costs in the next year or two even though they 
are aware that the benefits from investing in such measures 
will accrue over the life of the property. 

Procrastination. If given an option to postpone an in- 
vestment for a month or a year, there will be a tendency to 
delay the outlay of funds. When viewed from a long time 
perspective the investment will always seem worthwhile, 
but when one approaches the designated date to undertake 
the work, a slight delay always seems more attractive. More- 
over, the less certain one is about a correct course of action, 
the more likely one is to choose inaction. There is a ten- 
dency to favor the status quo. 

Mistakenly treating insurance as an investment. Indi- 
viduals often do not buy insurance until after a disaster oc- 
curs and then cancel their policies several years later be- 
cause they have not collected on their policy. They perceive 
insurance to be a bad investment by not appreciating the 
adage that the "best return on an insurance policy is no re- 
turn at all.” 

Failure to learn from past disasters. There is a tendency 
to discount past unpleasant experiences. Emotions run high 
when experiencing a catastrophic event or even viewing it 


on TV or the Internet. But those feelings fade rapidly, mak- 
ing it difficult to recapture these concerns about the event as 
time passes. 

Mimetic blindness. Decisionmakers often imitate the 
behavior of others without analyzing whether the action 
is appropriate for them. By looking at what other firms in 
their industry do, or following the example of their friends 
and neighbors, decisionmakers can avoid having to think 
independently. 

In addition to these behavioral biases, there are econom- 
ically rational reasons why individuals and firms in hazard- 
prone areas do not undertake risk- reduction measures vol- 
untarily, Consider the hypothetical Safelee firm in an 
industry in which its competitors do not invest in loss-pre- 
vention measures. Safelee might understand that the invest- 
ment can be justified when considering its ability to reduce 
the risks and consequences of a future disaster. But the firm 
might decide that it cannot now afford to be at a competi- 
tive disadvantage against others in the industry that do not 
invest in loss prevention. The behavior of many banks in 
the years preceding the financial crisis of 2008-2009 is Illus- 
trative of such a dynamic. 

Families considering whether to invest in disaster pre- 
vention may also find the outlay to be unattractive finan- 
cially if they plan on moving in a few years and believe that 
potential buyers will not take into account the lower risk of 
a disaster loss when deciding how much they are willing to 
offer for the property. More generally, homeowners might 
have other rational reasons for not purchasing disaster cov- 
erage or investing in risk-reduction measures when this ex- 
pense competes with immediate needs and living expenses 
within their limited budget. This aspect has more signifi- 
cance today given the current economic situation the coun- 
try faces and the high level of unemployment. 

Reconciling the short and long term 
The above examples demonstrate that individuals and busi- 
nesses focus on short-term incentives. Their reluctance to in- 
vest in loss-prevention measures can largely be explained 
by the upfront costs far exceeding the short-run benefits, 
even though the investment can be justified in the long run. 
Only after a catastrophe occurs do the decisionmakers ex- 
press their regret at not undertaking the appropriate safety 
or protective measures. 

But it does not have to be that way. We need to reorient 
our thinkir^ and actions so that future catastrophes are per- 
ceived as an issue that demands attention now. 

Knowing that myopia is a human tendency, we believe 
that leaders concerned with managing extreme events need 


4 ISSUES IN SCIENCE AND TECHNOLOGY 



103 


DISASTER PREPAREDNESS 


to recognize the importance of providing short-term eco- 
nomic incentives to encourage long-term planning. We of- 
fer the foEowing two concepts that could change the above- 
mentioned attitudes. 

Extend financial responsibility over a multiyear pe- 
riod. Decisionmakers need an economic incentive to un- 
dertake preventive measures today, knowing that their in- 
vestments can be justified over the long term. The extended 
financial responsibility and reward could take the form of 
multiyear contracts, contingent or delayed bonuses, re- 
duced taxes, or subsidies. 

The public sector should develop well-enforced regula- 
tions and standards to create level playing fields. Govern- 
ment agencies and legislative bodies need to develop well- 
enforced regulations and standards, coupled with short- 
term economic incentives to encourage individuals and the 
private sector to adopt cost-effective risk- management strate- 
gies. All firms in a given industry will then have good rea- 
sons to adopt sound risk-management practices without be- 
coming less competitive in the short run. 

Insurance mechanisms can play a central role in encour- 
aging more responsible behavior in three ways. First, if priced 
appropriately, insurance provides a signal of the risk that an 
individual or firm faces. Second, insurance can encourage 
property ownera in hazard-prone areas to invest in mitiga- 
tion measures by providing them with premium reductions 
to reflect the expected decrease in losses from future disas- 
ters. Third, insurance supports economic resiliency. After 
a disaster, insured individuals and firms can make a claim 
to obtain funds from their insurance company, rather than 
relying solely on federal relief, which comes at the expense 
of taxpayers. 

A multiyear approach 

We propose that insurance and other protective measures be 
tied to the property rather than the property owner as cur- 
rently is the case. We recommend the following features of 
such a program: 

Required insurance. Since individuals tend to treat in- 
surance as an investment rather than a protective mecha- 
nism, it may have to be a requirement for property located 
in hazard-prone areas, given the large number of individu- 
als who do not have coverage today. 

Vouchers for those needing special treatment. We rec- 
ommend a new disaster insurance voucher program that 
addresses issues of equity and affordability. This program 
would complement the strategy of risk-based premiums for 
all. Property owners currently residing in a risky area who 
require special treatment would receive a voucher from 


FEMA or the U.S. Department of Housing and Urban De- 
wlopment as part of its budget or through a special appro- 
priation. This program would be similar to the Supplemen- 
tal Nutrition Assistance Program (food stamps) and the Low 
Income Home Energy Assistance Program, which enable 
millions of low-income households in the United States to 
meet their food and energy needs every year. The size of 
the voucher would be determined through a means test in 
much the same way that the distribution of food stamps is 
determined today. 

Multiyear insurance tied to property. Rather than the 
normal one-year insurance contract, individuals and busi- 
ness owners should have an opportunity to purchase a mul- 
tiyear insurance contract (for example, five years) at a fixed 
annual premium that reflects the risk. At the end of the mul- 
tiyear contract, the premium could be revised to reflect 
changes in the risk. 

Multiyear loans for mitigation. To encourage adoption 
of loss-reduction measures, state or federal government or 
commercial banks could issue property improvement loans 
to spread the costs over time. For instance, a property owner 
may be reluctant to incur an upfront cost of $1,500 to make 
his home more disaster-resistant but would be willing to pay 
the $145 annual cost of a 20-year loan (calculated here at a 
high 10% annual interest rate). In many cases, the reduction 
in the annual insurance premium due to reduced expected 
losses from future disasters for those property owners invest- 
ing in mitigation measures wiO be greater than their annual 
loan costs, making this investment financially attractive. 

Well-enforced building codes. Given the reluctance of 
property owners to invest in mitigation measures voluntar- 
ily, building codes should be designed to reduce future dis- 
aster losses and be well enforced through third-party in- 
spections or audits. 

Modifying the National Flood Insurance Program 
The National Flood Insurance Program (NFIP) was estab- 
lished in 1968 and covers more than $1.2 trillion in assets to- 
day. The federally run program is set to expire at the end of 
September 2011, and options for reforms are being dis- 
cussed. We believe that revising the program offers an op- 
portunity to take a positive step in implementing our above- 
mentioned proposal. 

We recently undertook an analysis of all new flood in- 
surance policies issued by the NFIP over the period January 
!, 2001, to December 31, 2009. We found that the median 
length of time before these new policies lapsed was three to 
four years. On average, only 74% of new policies were still 
in force one year after they were purchased; after five years, 
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only 36% were stiE in force. The lapse rate is high even af- 
ter correcting for migration and does not vary much across 
different flood zones. We thus propose replacing standard 
one-year insurance policies with multiyear insurance con- 
tracts of 5 or 10 years attached to the property itself, not the 
individual. If the property is sold, then the multiyear flood 
insurance contract would be transferred to the new owner. 

Premiums for such multiyear insurance policies should 
accurately reflect risk and be lower for properties that have 
loss-reduction features. This would encourage owners to in- 
vest in cost-effective risk- reduction measures, such as storm 
shutters to reduce hurricane damage. If financial institutions 
or the federal government provide home improvement loans 
to cover the upfront costs of these measures, the premium re- 
duction earned by making the structure more resistant to 
damage is likely to exceed the annual payment on the loan. 

A bank would have a financial incentive to make such a 
home improvement loan because it would have a lower risk 
of catastrophic loss to the property that could lead to a mort- 
gage default. The NFIP would have lower claims payments 
due to the reduced damage from a major disaster. And the 
general public would be less likely to have large amounts of 
their tax doHars going for disaster relief, as was the case with 
the $89 billion paid in federal relief after the 2004 and 2005 
hurricane seasons and resulting floods. A win-vrin- win-win 
situation for all! 

A governmental program that has some similarities to 
our proposal is the Property Assessed Clean Energy (PACE) 
program, which has been adopted by 27 states for promot- 
ing energy efficiency. PACE provides short-term rewards 
to encourage investments in technologies that wiE have long- 
term benefit. PACE provides long-term funding from private 
capital markets at low cost and needs no government sub- 
sidies or taxes. It increases property values by making heat- 
ing and cooling less expensive, and it enjoys broad biparti- 
san support nationwide at state and local levels. Several fea- 
tures of the program that encourage property owners to take 
measures to make their home more energy-efficient mir- 
ror how property owners would want to make their homes 
more disaster-resistant; 

Multiyear financing. Interested property owners opt in to 
receive financing for improvements that is repaid through 
an assessment on their property taxes for up to 20 years. 
PACE financing spreads the cost of energy improvements 
such as weather sealing, energy-efficient boilers and cooling 
systems, and solar installations over the expected life of these 
measures and allows for the repayment obligation to trans- 
fer automaticaUy to the next property owner if the property 
is sold. PACE solves two key barriers to increased adoption 


of enei^y efficiency and small-scale renewable energy: high 
upfront costs and fear that project costs won’t be recovered 
before a future sale of the property. 

Annual saving^. Because basic energy-efficiency measures 
can cut energy costs by up to 35%, annual energy savings 
will typically exceed the cost of PACE assessments. The up- 
front cost barrier actually turns into improved cash flow for 
owners in much the same way that the reduction of annual 
insurance premiums could exceed the annual loan costs. 

Transfer to new property owner. Like aE property-based 
assessments, PACE assessments stay with a property after 
sale untE they are fully repaid by future owners, who con- 
tinue to benefit from the improvement measures. The mul- 
tiyear insurance and mitigation contracts we propose would 
operate in the same way. 

Now is the time 

The nation has entered a new era of catastrophes. Exposure 
is growing, and the damage from disasters over the next few 
years is likely to exceed what we have experienced during this 
past decade. When the next catastrophe occurs, the federal 
government will very likely come to the rescue-— again. If 
the public sectors response to recent disasters is an indica- 
tor of its future behavior, new records will be set with re- 
spect to federal assistance. 

In order to avoid this outcome, we recommend that the 
appropriate governmental bodies undertake an economic 
analysis of the benefits and costs of the proposed multiyear 
insurance and risk-reduction loan programs compared to 
the current system of private and public insurance and fed- 
eral disaster assistance. 

We need bold leadership for developing long-term strate- 
gies for dealing with low-probability, high-consequence 
events. If Congress authorizes a study that examines these 
and other proposals when the NFIP comes up for renewal 
in September, it will be major step forward in setting a tone 
for addressing the chaEenges of mans^ing catastrophic risks. 
The United States is at war against natural hazards and other 
extreme events. Winning this war will be possible only if 
public policy integrates behavioral factors much more sys- 
tematically into efforts to find sustainable solutions. As we 
have indicated, taking these steps wiU be difficult because of 
human reluctance to change. But we know what steps need 
to be taken. All it takes is the courage for us to act and the 
initiative to do so now. 
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1 Executive Summary 

After the turbulent 2005 Atlantic hurricane season and Hurricane Ike in Texas 
in 2008, the National Flood Insurance Program’s (NFIP) debt lies at $17.8 bil- 
lion, calling into question the NFlP’s lack of fiscal sustainability in the wake of 
large-scale disasters. The U.S. debt crisis calls further for a re-evaluation of all 
government programs running a deficit. This study is thus motivated by Congress’ 
call for more information on the fiscal sustainability of the NFIP, as it is currently 
structured. 

With recent legislative proposals related to the NFIP and frequent short-term 
reauthorizations, there has been much discussion about revising current premi- 
ums to more accurately reflect flood risk. The Senate Committee on Banking and 
Urban Affairs Bill (S. 1940) and the House Bill (H.R. 1309) both propose to reau- 
thorize the NFIP through 2016 and require that premiums reflect true flood risk 
as confirmed by actuaries. However, there has been a lack of focus on the 
effects on affordability of these new proposed premiums. In this paper, 
we examine these effects and explore ways to make this shift more af- 
fordable and implementable. 

In our study, we assess the impact of the implementation of these legislative pro- 
posals. Our study seeks to build on the 2012 study, A Methodological Approach for 
Pricing Flood Insurance and Evaluating Loss Reduction Measures: Application to 
Texas, conducted by the Wharton Risk Center, Swiss Re and CoreLogic utilizing 
state of the art catastrophe models. Our analysis is based on data from this study 
and focuses on the impact on affordability of a change to risk-based premiums for 
households in Galveston County, Texas. What makes Galveston County a partic- 
ularly appropriate county for this study on affordability is the fact that a large 
percentage of its population (33%) is located in a Federal Emergency Management 
Agency (FEMA) floodplain. Galveston County was ranked first out of 18 Texas 
coastal counties for the percentage of designated “high-risk” populations located 
in a FEMA floodplain, with 37% of the total population over age 65 living in a 
floodplain and almost half (43%) of the total population in poverty located in a 
floodplain.^ 

Using data from the above-mentioned study on current premiums and comparing 
them to the risk-based premiums calculated using sophisticated catastrophe mod- 
els, which are common in the insurance industry, we found that out of the 14 Zip 

^’’Coastal County Snapshots - NOAA Coastal Services Center.” NOAA Coastal Services Cen- 
ter. Web. 8 Feb. 2012. 
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Codes eligible for this comparison, the annual premiums in 4 Zip Codes decreased 
while the annual premiums in 10 Zip Codes increased as the result of a risk-based 
policy. The maximum percentage increase for a zip code was 159.06% (from $549 
to $1,442). 

A major concern facing policy-makers regarding affordability is the question of 
who will pay for this increase in insurance premiums. Having calculated the total 
expected premium increase in Galveston County, we looked into the possibility of 
allowing for insurance vouchers for those households who may not be able to afford 
the premium increases. In order to address these issues of affordability, especially 
for those who would experience steeper increases in premiums, we propose that the 
government provide insurance vouchers to citizens to bear the cost of the premium 
increases. Under a select few definitions of affordability, we explored different sce- 
narios under which those with annual household income below certain thresholds 
(e.g. under 50% of area median income, under 150% of the poverty line) would 
receive the vouchers in order to afford the increases in flood insurance premiums 
they have to pay to be protected. 

In addition to analyzing the effects that a move to risk-based premiums would 
have on the affordability of insurance in Galveston County, it is important to 
look at other challenges in the implementation of updated risk-based premiums. 
One of the points of interest that emerged when comparing the Senate Banking 
Committee’s and House of Representative’s bills is that they differ in the rate 
at which they permit insurance premiums to increase per year in order to reach 
their ” actuarially-indicated levels that reflect the true risk of flooding.”^ Currently, 
NFIP premiums may not increase by more than 10% a year. The Sena.te bill would 
allow premiums to increase by 15% a year while the House bill would allow pre- 
miums to increase by 20% a year. Using our data for Galveston County, we found 
that for the most aggressive strategy of the proposed strategies (the 20% phase-in 
policy), it would take six years until all Zip Codes are at risk-based levels (as 
measured by the mean). On the other hand, for the slower phase-in policy of 10%, 
it would take 10 years until all Zip Codes are at risk-based levels. These results 
strongly indicate the importance of an aggressive phase-in strategy. 

We propose that premiums should be adjusted for risk immediately alongside the 
implementation of insurance vouchers. The immediate implementation of risk- 
based premiums would offer a number of benefits for the NFIP. Firstly, the immedi- 
ate implementation -would discourage development in high-risk areas. In addition, 

^’’Senate Committee Passes Federal Flood Insurance Reform Legislation.” Insurance Journal. 
8 Sept. 2011. Web. 20 May 2012. 
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it would improve the financial sustainability of the program by increasing funding 
with the higher premiums. Finally, immediate implementation of risk-based pre- 
miums woiild further encourage households to adopt mitigation measures. 

It is also important to look at ways to reduce exposure to flood risk. In this 
respect, we chose to explore the use of mitigation measures and the ways in which 
efforts towards mitigation should be incorporated into a move towards risk-based 
premiums. One of the primary drivers for a move towards accurate and updated 
risk-based premiums is that homeowners will better recognize their real exposure 
to risk. This recognition should thereby incentivize homeowners to adopt mitiga- 
tion measures more readily. There are, however, a number of decision biases and 
economic constraints that explain why homeowners may choose not to invest in 
expensive flood mitigation. 

Continuing to look at affordability in relation to mitigation investments, we also 
suggest offering assisted financing for mitigation efforts. While this is particularly 
important for those who may be unable to afford the high up-front investment 
costs, even those who may be able to afford the costs may choose not to invest in 
these measures, especially if they feel that they would not realize the benefits of 
their investment in the short-term. As such, we propose that PEMA or financial 
institutions offer mitigation loans to households in order to encourage investment 
in mitigation measures. The loans, to be paid back over the long-term, would make 
investment in mitigation more affordable and would spread the high investment 
costs over time. For low-income households, mitigation loan payment assistance 
could be provided. If the mitigation measures are effective, we expect households 
to experience a reduction in their risk-based premiums due to the reduced flood 
exposure. These savings in premiums could go towards the re-payment of loans. 
While this scheme should incentivize households to adopt mitigation, challenges 
remain regarding the awareness of the actual measures a homeowner can undertake 
to mitigate flood risk. Hence, it is imperative that these mitigation loans be cou- 
pled with information sharing on the forms of mitigation available to households. 
Moreover, we must weigh the costs of implementing certain mitigation measures 
against their benefits. Once again, information sharing of which mitigation mea- 
sures homeowners should employ and which may be ineffective becomes a key part 
of the process. 

While the Senate and House bills have suggested a shift towards risk-based pre- 
miums that more accurately reflect flood risk, it is crucial to examine this shift’s 
impact on affordability for homeowners. As we will show in this paper, the Senate 
and House Bills need to be reconciled with appropriate policy supports to ensure 
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the sustainability of the National Flood Insurance Program and to minimize neg- 
ative effects on affordability while reducing flood exposure and losses. We suggest 
an immediate implementation of the updated risk-based premiums, so that insur- 
ance payments would help improve program funding and thereby its sustainability. 
At the same time, we recommend that the government provide insurance vouchers 
to households that meet certain income thresholds to reduce the financial burden 
of premium increases on these homeowners. Lastly, we propose mitigation loans as 
a way to incentivize homeowners to employ mitigation measures and reduce flood 
exposure. 


2 Background 

2.1 Overview of the National Flood Insurance Program 

The National Flood Insurance Act of 1968 created the National Flood Insurance 
Program (NFIP), which was designed as a voluntary partnership between the fed- 
eral government and local communities. The program had a three-prong plan: 1) 
To identify areas most at risk of flooding; 2) To minimize the economic impact of 
flooding events; and 3) To provide flood insurance to individuals and businesses.® 
The program was, however, not set up to deal alone with truly extreme events, and 
this is a critical point to bear in mind when analyzing the program’s effectiveness. 
The NFIP provides insurance up to a maximum limit for residential property dam- 
age, now set at $250,000 for building coverage and $100,000 on contents’ coverage. 
The program was structured to subsidize the cost of flood insurance on existing 
homes, in order to maintain property values, while charging actuarially fair rates 
on new construction.’* 

In 2007, about 1.2 million, or almost one of four, residential flood insurance poli- 
cies under the NFIP continued to be sold at subsidized rates that did not fully 
reflect the actual risk of flood damage. The subsidized rates averaged 35 to 40 
percent of what full-risk rates would be on the same properties and represented 
a large financial burden on the NFIP.® As of May 2012, the NFIP’s debt is at 
$17.8 billion, and under current legislation, the NFIP may borrow an additional 
$3 billion from the Treasury. The Congressional Budget Office expects that this 

®King, Rawle O. ’’National Flood Insurance Program: Background, Challenges, and Financial 
Status.” 4 Mar 201.1. 

'•Erwann Michel-Kerjan (2010). ’’Catastrophe Economics: The National Flood Insurance 
Program.” Journal of Economic Perspectives. 

® “Options for Addressing the Financial Impact of Subsidized Premium Rates on the National 
Flood Insurance Program.” United States Government Accountability Office. November 2008. 
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borrowing authority will be exhausted in 2014.® 

2.2 March 2011 NFIP Congressional Research Service Report Summary 

In Rawle King’s March 2011 Congressional Research Service Report, “National 
Flood Insurance Program: Background, Challenges, and Financial Status,”'^ he 
cites several lessons from Hurricane Katrina and the 2008 Midwest floods, which 
could help inform Congress on the reform of the NFIP. First, program partici- 
pation has not yet reached the level that was originally envisioned by Congress, 
as homeowners do not truly recognize their flood risk. The altering of rivers and 
streams by the construction of levees and other flood control structures has ac- 
tually increased risk of floods throughout the affected floodplains, and there is 
thus a need to improve the NFIP’s floodplain management standards. Moreover, 
actuarial policy rates do not always accurately reflect the flood risk in a given 
location because of inaccurate or outdated flood hazard maps. Levees provide a 
false sense of security, even though homeowners face significant uninsured losses 
if the levee is overtopped and they do not have flood insurance. Lastly, there is a 
moral hazard issue due to the availability of federally-subsidized flood insurance in 
high-risk areas, which encourages homeowners to locate in flood-prone areas and 
lowers their incentives to avoid flood risk because they expect compensation for 
flood-related losses from the federal government. 

Given all these issues. King’s report suggests several options to respond to these 
challenges. The government could reform and modernize the NFIP, which may 
include a gradual phase-in of actuarial rates, strengthening of floodplain man- 
agement regulations and enforcement of mandatory insurance purchases, ongoing 
review of flood insurance program maps, and incentives for private sector partici- 
pation. Another proposal is for multi-year flood insurance contracts that include 
mitigation loans tied to the property’s mortgage. The government could also shift 
flood insurance back into the private sector, enabling private insurers to cover more 
flood risk. Two other proposals are for community group flood insurance policies 
and interstate compacts for flood control and management. 

®”Flood Insurance Reform and Modernization Act of 2011.” Congressional Budget Office Cost 
Estimate (2011); Web, 27 Jan. 2011. 

'King, Rawle O. “National Flood Insurance Program: Background, Challenges, and Financial 
Status.” 4 Mar 2011. 
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3 Our Study 

3.1 Thesis 

With recent legislative proposals related to the National Flood Insurance Program 
(NFIP) and the upcoming expiration of the program, there has been much dis- 
cussion about updating flood insurance premiums to more accurately reflect flood 
risk. However, there has been a lack of focus on the effects on affordabil- 
ity of these new premiums. In this paper, we examine these effects and 
explore ways to make this shift more affordable and implementable. 
In our study, we use Galveston County in Texas to assess the impact of actual 
implementation of the updated risk-based premiums and our proposal for flood 
insurance vouchers. 

3.2 Motivation for Study 

In the aftermath of the 2005 and 2008 hurricane season, Congress realized that 
the U.S. government’s level of debt was unacceptable and that, within weeks, the 
government would not be able to pay off its debt owed to creditors. Congress met 
for many weeks to decide whether or not to raise the U.S.’s debt ceiling, allowing 
the U.S. to borrow more money to pay off outstanding debt. Pierce debate from 
many politicians made finding a solution to the problem suitable to the majority a 
difficult task. The pending default of the U.S., the potential demotion from a AAA 
credit rating, and the possible economic effects pushed the U.S. budget to the fore- 
front of the minds of a large portion of the citizenry. Congress ultimately decided 
to re-evaluate all government programs which were running a deficit. This study is 
thus motivated by Congress’ call for more information on the fiscal sustainability 
of the NFIP, as it is currently structured, and we will see in the following section 
that the upcoming expiration of the program and recent legislative proposals make 
this a timely and relevant study for Congress. 
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Fmindal Opcntion of dse NFIF - 1969-2008 (in S1,0(K)) 
Sources: Mchei Ke^m (20J0). “CateBSroj>keZc<»om\cs'‘. JovndofZconorm Perspectotes. 


Figure 1 reveals that the NFIP lost a substantial amount of money in 2005, due in 
large part to Hurricane Katrina. Prior to 2005, the financial balance of the NFIP 
had been quite stable and in fact, performed quite well in the years leading up to 
2005. Thus, the central question is whether the poor performance in 2005 and the 
resulting debt are evidence of the NFIP’s lack of fiscal sustainability. We note here 
that it is not the purpose of the NFIP to generate revenue for the government; 
its goal is to provide fiscal stability to citizens in the face of flood risks while not 
losing money over the long-term. 

Prom a purely statistical point of view, Hurricane Katrina was a low-probability, 
high-consequence event. Events such as these very rarely happen, but when they 
do, the consequences are severe. If the NFIP’s unknown yearly return distribution 
is zero, than the NFIP’s expected losses are equal to its expected profits and the 
program is fiscally stable (although borrowing will be necessary to cover losses at 
some points). Alternatively, we can propose the following question: given the per- 
formance of the NFIP since its inception, is the mean loss in any given year 0? In 
this example, we are observing events occurring from an unknown and potentially 
changing distribution and trying to make inferences about certain parameters, 
most importantly the mean. As an example, if the true distribution of the loss 
is normal with mean zero, the Law of Large Numbers tells us the average yearly 
profit of the NFIP (which is currently negative), will converge to zero as time 
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goes on. Given that we have a limited number of data points on the NFIP’s net 
profit per year, it is difficult to determine whether or not the mean loss is different 
from zero with very high confidence, and we cannot conclude with certainty that 
there exists a property whose premiums do not reflect risk. However, there are 
two important observations: 

1. As we can see from Figure 1, the variance of the yearly loss is increasing over 
time, due to the increasing number of policies-in-force and high correlation 
between large subsets of those policies. 

2. Random checks of flood maps and corresponding risk-based premiums by 
experts suggest current premiums underestimate true risk and should be, on 
average, revised upward. 

From the first observation, we derive that the NFIP wili need to be able to borrow 
more money from the Treasury in order to cover losses. From the second obser- 
vation, we note those losses will likely exceed gains and thus, if premiums are not 
changed to better reflect risk, the NFIP will likely lose money over time. The 
Senate and House have both proposed to phase in new risk-based premiums to 
increase the NFIP’s revenue to a level necessary to meet losses over the time hori- 
zon. In the following section, we will give further background on recent legislative 
proposals. 

3.3 Recent Legislative Proposals: Senate Banking Committee Bill and 
House Bill (H.R. 1309) 

The NFIP will expire on May 31, 2012, and the Senate and House have created 
legislative proposals in response to the upcoming expiration. The Senate Commit- 
tee on Banking and Urban Affairs Bill (S. 1940) and the House Bill (H.R. 1309) 
both reauthorize the NFIP through 2016 and require that premiums reflect true 
flood risk as confirmed by actuaries. 

The Obama Administration’s proposal, passed July 12, 2011, by the House of 
Representatives under H.R. 1309, reported that “1.2 million, or 20%, of all NFIP 
properties are charged premiums below the actuarial value of the insured liability,” 
while NFIP premium collections, including subsidized and unsubsidized policies, 
cover about 70% of the actuarial value of the insured liability. Under this House 
bill, the NFIP would collect about $700 million in additional premium revenue 
in the next five years and about $4.2 billion in the next decade. The proposal 
includes the following changes: 
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1. Increase premiums in the next five years for a subset of “subsidized prop- 
erties” (non-residential or non-primary residences, residences sold to new 
owners and severe repetitive loss properties) 

2. Redefine severe repetitive loss properties as residences with at least four paid 
claims greater than $5,000 or with two paid claims that cumulatively exceed 
the market value of the house 

3. Increase premiums one year after enactment for policyholders of the “subsi- 
dized properties” by no more than 20% per year until the amount collected 
covers the full expected cost of the insurance 

4. New policies that fit the “subsidized properties” one year after enactment 
would immediately pay the full cost actuarial premium.® 


The Senate Banking Committee passed its version of the bill on September 8, 
2011. This proposal would forgive the NFIP’s nearly $18 billion debt, and unlike 
the House bill, would only allow for premiums to be increased by 15 percent per 
year to reach their actuarially indicated levels that reflect the true risk of flooding.® 

An important point to note is that while both bills deal with phasing in updated 
risk-based premiums, they do not tackle the issue of affordability, which is what 
we will examine later in this paper, with a comparison of the affordability effects 
of each of these bills. 

3.4 Focus of Our Study: Texas 

Our study seeks to build on the study A Methodological Approach for Pricing 
Flood Insurance and Evaluating Loss Reduction Measures: Application to Texas, 
conducted by the Wharton Risk Center, Swiss Re and CoreLogic. Swiss Re is one 
of the leading global reinsurers, and CoreLogic is a large data analytics provider 
to businesses and government. This study assesses the risks and associated costs 
and benefits of a selected number of loss reduction measures (mitigation measures) 
and also compares different pricing methods with those used by the NFIP.^® The 

®Brockway, Jaime L. ’’Obama supports fewer NFIP premium subsidies, cutting $4.2 billion." 
Insurance & Financial Advisor. Web. 1 Feb. 2012. 

® “Senate Committee Passes Federal Flood Insurance Reform Legislation.’’ Insurance Journal 
- Property Casualty Insurance News. Web. 9 May 2012. 

'■“Czajkowski, Jeffrey, Howard Kunreuther, and Erwatm Michel-Kerjan, ’’A Methodological 
Approach for Pricing Flood Insurance and Evaluating Loss Reduction Measures: Application to 
Texas." Center for Risk Management and Decision Processes, The Wharton School, University 
of Pennsylvania (2011). 
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study focuses on Travis County and Galveston County in Texas, and our study 
specifically uses data on Galveston County’s existing premiums and updated risk- 
based premiums from this Texas study. 

3.5 Why Texas? 

There are a number of factors that make Texas an ideal focus of study for this 
report. In terms of flood risk, Texas is frequently affected by hurricanes and other 
tropical cyclones; there is exposure to both storm surge and riverine flooding. 
Texas also has the second largest number of NFIP policies-in-force after Florida, 
at 12% of total policies-in-force. Additionally, there are several socioeconomic 
factors that make Texas an important state to study. In terms of population, 
Texas is the second most populous state in the U.S. with over 24 million residents, 
and is one of the fastest growing states in the nation, averaging 21% population 
growth per decade since 1960. Finally, Texas has the second largest state GDP in 
the U.S. at over $1.2 trillion. 

3.6 Galveston County: Background and Flood Risk 

In the following study, we present a detailed analysis of the impact on Galveston 
County of switching from its current insurance premiums to updated risk-based 
premiums, and the implications on the affordability of flood insurance for Galve- 
ston’s residents. 

Galveston County is located on the southeastern coast of Texas and is comprised 
of the mainland, Galveston Bay and Galveston Island” (see Figures 2 and 3). 
Galveston County currently has a population of 287,918^^ (ra,nking as the 16th 
most populated county in the state, of 254 counties) with a median household 
income of $58,324 according to the 2010 Census. As seen in Figure 4, Galveston 
County’s income distribution is skewed to the left, with 13% of the population in 
poverty. Poverty and a skewed income distribution are both key issues for the 
county. In addition, the unemployment rate is higher than the Texas average (at 
9.8% vs. 8.7%). 


“Diana J. Kleiner. ’’GALVESTON COUNTY.” Handbook of Texas Online. 

*^Hoque, Nazrul. ’’Estimates of the Total Populations of Counties and Places in Texas for 
July 1, 2009 and January 1, 2010.” (2010): Texas State Data Center. Web. 8 Feb. 2012. 

Small Area Income and Poverty Estimates.” U.S. Census Bureau. Web. 8 Feb. 2012. 
“’’Map: LA.” Databases, Tables & Calculators by Subject. Web. 8 B'eb. 2012. 
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Figure 3 
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Galveston County is further appropriate for the analysis because the county is 
exposed to both types of flood risk: flash floods from excess rain as well as flood- 
ing from hurricanes moving large bodies of water. Galveston is the Texas county 
most frequently hit by hurricanes and tropical storms, most recently being di- 
rectly hit by Hurricane Ike in 2008.^''’ The damage from Hurricane Ike was severe, 
with about 17,000 homes seriously damaged. Of these homes, 5,200 of the fami- 
lies affected did not have flood insurance. Joe Higgs of Gulf Coast Interfaith (a 
group that helped hurricane victims in Galveston) said that most of the home- 

^^Czajkowski, Jeffrey, Howard Kunreuther, and Erwaiin Michel-Kerjaii. ”A Methodological 
Approach for Pricing Flood Insurance and Evaluating Loss Reduction Measures: Application to 
Texas.” Center for Risk Management and Decision Processes, The Wharton School, University 
of Pennsylvania (2011). 
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owners affected were poor or elderly. This is supported by the fact that significant 
percentages of Galveston’s poor and elderly populations reside in flood plains, as 
discussed later in this section,^® 

Galveston County has also been hit by hurricanes that caused major damage in 
1900, 1915, 1961 and 1983^’’ , with the hurricane in 1900 the most severe one the 
county has experienced. Galveston Island was hit by this Category 4 hurricane 
on September 8, 1900. The hurricane killed approximately 8,000 people, and is 
considered the deadliest storm in U.S. history. Engineers built a sea wall to protect 
Galveston Island in 1902, which reduced the effect of later storms, and even raised 
the entire city, but the city remained vulnerable. 

The county contains 17 Zip Codes with varying levels of flood risk depending 
on house location, elevation and type. Given the large size of Galveston, there are 
many households in each income bracket as reported by the U.S. Census Bureau. 
In terms of exposure of the NFIP, Galveston is ranked second, with nearly $14 
billion in NFIP-insured exposure. The total number of NFIP policies in place was 
64,694 in 2008.^* 

What makes Galveston County a particularly appropriate county for this study 
on affordability is that a large percentage (33%) of its population is located in a 
FEMA floodplain (see Figure 5); the National Oceanic and Atmospheric Associ- 
ation (NOAA) ranked Galveston County second out of 18 Texas coastal counties 
for the percentage of the population located in a FEMA floodplain. Moreover, 
Galveston County was ranked first out of the 18 Texas coastal counties in the 
same study for the percentage of designated “high-risk” populations located in a 
FEMA floodplain, with 37% of the total population over 65 living in a floodplain 
and almost half (43%) of the total population in poverty located in a floodplain.^®* 


^®McKinley Jr., James C. ”As Galveston Recovers From Hurricane Ike, Some Residents Feel 
Left Behind - NYTimes.com.” The New York Times. 20 Sept. 2009. Web. 9 May 2012. 

'^Diana J. Kleiner, ’’GALVESTON COUNTY,” Handbook of Texas Online. 

“^^Czajkowski, Jeffrey , Howard Kunreuther, and Erwann Michel-Kerjan. ”A Methodological 
Approach for Pricing Flood Insurance and Evaluating Loss Reduction Measures: Application to 
Texas.” Center for Risk Management and Decision Processes, The Wharton School, University 
of Pennsylvania (2011). 

“^Coastal County Snapshots - NOAA Coastal Services Center.” NO.AA Coastal Services Cen- 
ter. Web. 8 F’eb. 2012. 
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Figu^s 



''Coastal CounVi Snapshoss -XO.iA Caastai S^n-tcss Center ''XO.-Li Coastal Sof^^tcss Center R ed. S 
Feb^ 20 J 2. <knp:'y'-<'i:'i%’'A\csc.noi2a.gin- 's?iaps^wts.’^fhod&4SI6^>. 


4 Analysis 

4.1 Determining Risk-Based Premium Calculations 

Building off "A Methodological Approach for Pricing Flood Insurance and Eval- 
uating Loss Reduction Measures: Applica.tion to Texas."* wc use the results of 
this study on the cost of insuring a large sub-sample of houses in each zi]) code to 
determine how flood insurance premiums would change given a shift from current 
premiums to the risk-based premiums calculated using sophisticated catastrophe 
models common in the insurance industry. We c:alculate changes in flood insurance 
premiums for 14 of the 17 Zip Codes that comprise Galveston. Three Zip Codes are 
left out of the study: 77511, 77546 a.nd 77581, because there was i.usuflicieiit data 
on houses in these Zip Codes to run a catastrophe model witli rec]uisite statistical 
significance and because most of the lioust's for which data is available is from one 
subpopulation of the zip code which is not representative of the zip code as a whole. 

Before we proceed, it is important to understand how Swiss Re’s cata, strophe 
models work. A rudimentary, simplified sketch is as follows: CorcLogic collects 
data on each building in Galveston County. Collected data for each building may 
include height above sea level, horizontal distances to each lu'arljy body of water, 
strength of building foundation, and many other variables on whicli the amount of 
damage caused by a llcxxl and the likelihood of a Hood are dei)end(ait. Swiss R(' 
then ruii-s a stochast ic: simula,1ion in which floods of diff'ercnit type and magnitude' 

’^'’Cza.jkow.ski, .Jeffrey, Howard Kiinreutlier, and Erwaiiu Miehel-Kerjan. "A Meihodoiogieal 
Approach for Pricing Flood hisnrcince and Evaluating Loss Reduction Measures: A|.)})licatiou to 
Texas." Center for Risk Management and Decision Processes, The Wharton School. Univtasity 
of Periissylvania (2011). 
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occur over time. After running the stochastic simulation many times, the result 
is a probability distribution with respect to the cost of damages to each house. 
Finally, the average annual loss (AAL), the expected cost of damage done to each 
building over a year’s period of time, is computed. Averaging the AAL for each 
building in a given zip code yields the mean risk-adjusted premium for that zip 
code. We should note both the current NFIP premiums and risk-adjusted pre- 
miums do not include loading costs ( that is, costs of administration, marketing, 
operating). Furthermore, the simulations used to calculate the AAL are performed 
under the true probability measure, not the risk-neutral measure, and thus are not 
adjusted for the risk preferences of the insurer. Thus, the risk-adjusted premiums 
below do not compensate insurers for bearing the risk of losses and thus are lower 
bounds on premiums that insurers would actually charge. The difference between 
the AAL and the price charged by an insurance company would depend heavily on 
the variance of flood damages, particularly the fatness of the right tail of the dis- 
tribution for which they may need to purchase reinsurance to protect themselves 
against a catastrophic loss. 

Assumptions: 

1. We assume the number of households within a certain income bracket have 
incomes uniformly distributed across the bracket. For example, if there are 
10,000 houses in the $25,000 to $35,000 income bracket and the mean pre- 
mium increase is $1000, this then assumes there are 1,000 households with 
incomes between $25,000 and $26,000 who would fall below $25,000 as a re- 
sult of the premium increase. Note this assumption is necessary because we 
do not have household-level income data. 

2. We assume the distribution of income for those with flood insurance is iden- 
tical to the distribution of income for all citizens in Galveston County (there 
is no selection bias with regard to income when focusing on households with 
flood insurance policies). 

3. We assume every household will experience the mean increase in premium 
for a given zip code. This assumption is necessary because we do not know 
the current premiums and risk-based premiums on a household level, only 
on a zip code level. Thus the implicit assumption is also made that the 
sampling of houses used by the aforementioned study is representative of 
those currently covered by flood insurance policies. 

4. We assume the distribution of incomes in 1999 is the same as it is now and 
we can convert from 1999 dollars to 2011 dollars simply by looking at the 
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increase in the median income. This assumption is necessary because we do 
not have more recent income data at the zip code level. 

Thus, the following analysis is an example of analyses that could be done to exam- 
ine how changes to the NFIP would affect homeowners, rather than a near-perfect 
calculation of affordability rates in Galveston County. 

The table below, broken down by zip code, shows the current mean NFIP premium 
paid by the average household, the mean risk-adjusted premium (as projected by 
Swiss Re’s catastrophe models), and the dollar (percentage) change between the 
two figures. The main takeaways from this table are as follows: 

1, “Flood risk” differs drastically by zip code. As the table shows, zip code 
77517 needs to pay only $165.68 on average to insure against losses whereas 
zip code 77554 needs to pay $2,399.57 on average to insurance against fu- 
ture losses. Comparing the two numbers, we can rationalize flood risk as 
approximately fourteen times as great (on average) in the later zip code as 
compared with the former. 

2. Changes in flood risk have not occurred uniformly across the county. Taking 
the mean current NFIP premium as a proxy for the flood risk as determined 
by the outdated flood maps, and the risk-adjusted premium as a proxy for 
the current flood risk, we see the percentage change in risk is not constant 
across the Zip Codes. Some Zip Codes, such as 77517, are actually paying 
much more than is warranted given the current risk of flooding, whereas 
other Zip Codes are paying significantly less than is warranted given the 
current risk of flooding. Under this framework, the expected value of future 
losses has actually decreased in zip code 77517 since the creation of the old 
maps. 
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Table 1: Rate Changes by 23p Code 


Zip Cod* 

CnmBt rreminm IMl'llt' 

Rbk-Adjiuted Premiom 

iumgi 


77510 

S 296.29 

$ 270.68 

$ (25.61) 

-8.6% 

77517 

$290.54 

$ 165.6$ 

$(124.86) 

42.97% 

7751S 

$207.42 

$301.08 

$3.66 

1.23% 

77539 

$396.83 

$606.47 

$209.64 

52.83% 

77550 

$881.14 

$ 804 05 

$(77.08) 

-8.75% 

77331 

$ 866.54 

S 1,161.07 

$294.53 

33.99% 

77554 

$ 1,786.43 

$2399.57 

$613.14 

34.32% 

77563 

$701.16 

$983.58 

$282.42 

40.28% 

77563 

$ 549.06 

$ 1,422.41 

$ 87335 

159.06% 

7756S 

$322.04 

$599.44 

S 277.40 

86.14% 

77573 

$ 307.06 

$ 534.08 

$227.02 

73.93% 

77590 

$ 292.03 

$ 728.48 

$ 436.45 

149.45% 

77591 

$277.79 

$ 325.77 

TtfM 

17.27% 

77650 

$1,411.04 

S 987.29 

$(423.74) 

-30,03% 


U 


4.2 Affordability 

The analysis is performed as follows; for each zip code, we calculate the mean in- 
crease (or decrease) in premium a household would experience when moving from 
the current premium to the risk-based premium given by the aforementioned study. 
Then, we define affordability as a percentage above the official poverty line and 
calculate the expected number of households that would fall below that income 
level from the income loss resulting from the premium increase. The results are 
shown in Table 2. Note we show our analysis for two different defined affordability 
levels: the poverty line and 150% of the poverty line. 

The table below documents the affordability analysis for each zip code. The first 
two columns show “ciirrent affordability” (that is, the percentage of households 
which are above the poverty line and 150% of the poverty line in a given zip 
code). The middle two columns indicate affordability after the premium increase 
(or decrease). As stated above, each household’s yearly income in each zip code is 
decreased by the difference between the current NFIP premium (which we assume 
they are currently paying) and the risk-adjusted NFIP premium (which we assume 
they will be paying). The percentage of households who fall under the defined af- 
fordability lines after the requisite income adjustment are thus displayed. Finally, 
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in the right two columns, the percentage changes in affordability due to the pre- 
mium increases are shown. We note that Zip Codes 77517 and 77650 experience 
a decrease in the number of households who are now under the poverty line (for 
both Zip Codes) and a decrease in the number of households who are now under 
150% of the poverty line due to significant premium decreases, as seen in Table 1 
above. 


Table 2: Affordabilitj' Statistics By Zip Code 


Zip 

Code 

Nsmberof 

BsmthtMs 

Ciurait AffordibOh}' 

Affordability After 
Preniiiiiii 
Incrcaaedleereue 

14 Change hi 
AffordabiBy 



180HPL 

150WPL 

10014 FL 

15014 FL 

10014 FL 

15014 FL 

77310 

4596 

19.8'/. 

31.4% 

19.7% 

3U% 

0.0*/. 

0.054 

77517 

1920 

18.2% 

32.0'/. 

18.054 

31.854 

-0J2'/. 

-0.3'/. 

77318 

2427 

33.5% 

52.3'/. 

33.6'/i 

52.3'/. 

O.O”/. 

0.054 

77539 

11432 

23.9% 

42.1'/. 

26.3% 

42.554 

0.35-4 

0.454 

77530 

5430 

47.354 

65.4'/. 

47.5% 

65,4% 

0.0% 

0.054 

7735! 

3952 

35.cr/. 

50.1'/. 

36.054 

50.854 

1.0"/, 

0.754 

77534 

6820 

22.3% 

35.8'/; 

22.8% 

36.3'/. 

0.454 

0.4% 

77563 

3680 

31.9'/i 

49.154 

32.4% 

49.654 

0.454 

0,6'/. 

77S6S 

221S 

17.0'Mi 

28.214 

18.114 

29.514 

1.114 

1.214 

7756S 

3610 

30.8% 

49.7% 

31.3% 

50.6'/. 

0,8'/. 

0.9% 

77373 

213S0 

9.6% 

CO 

9.854 

18.454 

0.1% 

0.1% 

77590 

8338 

31.5% 

47,4'/. 

32.954 

48.554 

1.4% 

1.154 

77591 

2061 

35.2% 

50.954 

35.4% 

31.054 

0.2% 

0.1% 

77650 

1644 

32,2'/. 

47.854 

31.6'/. 

47.354 

-0,554 

-0.5% 


To provide additional insight behind the calculations in the table above, we will 
illustrate changes for a sample zip code. Take, for instance, zip code 77565. From 
the table above, we notice from the left two columns that 17.0% of households 
in this zip code currently have yearly incomes less than the federal poverty line. 
Likewise, 28.2% of households in this zip code currently have yearly incomes less 
than 150% of the federal poverty line. The middle two columns document afford- 
ability after the premium increase. From the table documenting rate changes, we 
see households in this zip code on average need to be paying an extra $873 in flood 
insurance each year. Thus, after $873 is subtracted from each household’s annual 
income in zip code 77565, 18.1% of households are now below the poverty line and 
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29.5% are below 150% of the poverty line. With an eye on the right two columns 
of the table, we see this represente a 1.1% increase in the number of households 
below the poverty line and a 1.2% increase in the number of households below 
150% of the poverty line. 

Thus, if we define affordability as having an annual income above the poverty 
line, 1.1% of households in this zip code were originally able to afford flood in- 
surance and now can no longer do so after the premium increase. Additionally, 
another 11.9% of the population was never able to afford flood insurance in the 
first place and continues to not be able to do so. The remainder of the population 
can still afford flood insurance after the premium increase. 

4.3 Proposal: Flood Insurance Vouchers 

An important follow-up question related to affordability and relevant for policy 
makers is - who pays? We first propose the government will bear the full cost in 
the form of providing vouchers to citizens to cover the premium increases. Note 
that these vouchers have to be used to pay for flood insurance and cannot be used 
for other purposes. We then show the same calculations under various public poli- 
cies, such as not giving vouchers to households whose income is above a certain 
level. The results are shown for a level of $200,000, $150,000 and $100,000. As we 
decrease the income level, the share of the premium increase paid by the govern- 
ment drops 8is the share paid by high-income citizens rises. Note it is likely not all 
citizens will actually use the vouchers when purchasing insurance so the expected 
amount paid by the government is an upper-bound, as it assumes all citizens will 
redeem vouchers. 

In Table 3 below, we generate a variety of scenarios to illustrate the relative, mon- 
etary share of the increased flood risk borne by the government and individuals. 
These scenarios are laid out below: 

Scenario A: Households with total income above $200,000 do not receive vouchers 
Scenario B: Households with total income above $150,000 do not receive vouchers 
Scenario C: Households with total income above $100,000 do not receive vouchers 
Scenario D: Only households below 150% PL receive vouchers 
Scenario E: Only households below 100% PL receive vouchers 
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Table 3: Kfajor Stakeholders - Spading Required 


Sceairw 

Amoimt Piid by Genemrae&t 
<TlioiE»itd U.SJD) 

Amoojit Pud by ladiii'idiiali 
(IhoQstiid U.Si>) 

Na]ab«r of HonsehoMs 
Reining Vonciim 

A -bdtew $200,000 

Bctiiieeme 

12,000 

400 

38,500 

B.b«knr$150,OD0 

netiacoBie 

1!,700 

700 

37,600 

C-befaw $100,000 

Bftia«»ne 

10,400 

2,000 

33,500 

D - bekm- 150« PL 

4,400 

8,000 

13,700 

E-bdowIOOWPL 

2,700 

9,700 

8,600 


The rightmost column of the table, the number of households receiving vouchers, 
is estimated as follows: we first calculate the number of households that qualify 
for a voucher (as indicated by the given scenario) for each zip code. Second, we 
calculate the percentage of houses in the given zip code which have flood insur- 
ance (out of the total number of houses in that zip code). Finally, we multiply 
the percentage of houses with flood insurance by the number of households which 
qualify for a voucher to arrive at the number of households which will receive a 
voucher. 

4.4 Additional Scenarios: Altering our definition of affordability 

Our analysis thus far has used two different definitions of affordability: a household 
is eligible for the voucher scheme if they are below 100% of the poverty line, and a 
household is eligible for the voucher scheme if they are below 150% of the poverty 
line. We have defined affordability based on income relative to the poverty line 
as this definition seems to be common among literature dealing with affordability.^^ 

Additional scenarios for the provision of vouchers to households could be created 
based on the common “income limits” used by the U.S. Department of Housing 
and Urban Development (HUD). Income limits are established by the HUD to 
help determine whether households are eligible for certain programs provided by 
the HUD (e.g. HUD-subsidized housing). 


^^Kunreuther, Howard C., and Erwann O. Michel-Kerjan. At War With the Weather. Cam- 
bridge, MA: The MIT Press, 2011. 

“HUD HANDBOOK 4350.3: OCCUPANCY REQUIREMENTS OF SUBSIDIZED MULTI- 
FAMILY HOU.S.ING PROGRAMS.” Department of Housing and Urban Development, 2003. 
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HUD establishes and publishes income limits for each county or Metropolitan 
Statistical Area (MSA) in the country. The income limits are based on the me- 
dian income of the geographic area for which the limit is established, or the “area 
median income.”^® HUD uses the following limits to define very-low income house- 
holds, low-income households and moderate-income households: 

1. Very-low income: persons at or below 30% of the Area Median Income (AMI) 

2. Low-income: persons at or below 50% of the AMI 

3. Moderate income: persons at or below 80% of the AMI** 

Using these definitions, certain programs may only be available to low-income and 
very-low income housing vs. all three income limit groups. 

In our study, we create three additional scenarios for our affordability vouchers: 

1. Provide vouchers only to those households categorized as very-low income 

2. Provide vouchers to those households categorized as very-low income and 
low-income 

3. Provide vouchers to those households categorized as very-low income, low- 
income and moderate income 

The analysis was performed as above in the case of the 100% and 150% of the 
poverty line definitions of affordability. For each zip code, we used the mean in- 
crease (or decrease) in premium a household would experience when moving from 
the current premium to the risk based premium given by the study conducted by 
the Wharton Risk Center. Then, we define affordability as a percentage of the 
Area Median Income (referring to Galveston County’s median income) and calcu- 
late the expected number of households that would fall below that income level 
from the income loss resulting from the premium increase. The results are shown 
in Table 4 below. Note we show our analysis for the three different defined afford- 
ability levels: 30% of AMI, 50% of AMI and 80% of AMI. Households below 30% 
of the area median income had annual income of $17,495.10 or less, households 
below 50% of the area median income had annual income of $29,159.50 or less, and 
households below 80% of the area median income had annual income $46,653.60 
or less. 

“CHAPTER 3. ELIGIBILITY FOR ASSISTANCE AND OCCUPANCY 4350.3 REV-1." 
HUD Occupancy Handbook. Department of Housing and Urban Development. Web. 9 May 
2012. 

^'*”Bdnding affordable housing, affordable apEtrtments and rental homes." Apartments for rent 
— Affordable Housing — Section 8. Web. 9 May 2012. 
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Table 4: Affordability Statistics Bj' Up Code (AlUI Standard) 
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H of hoiuekokU wttiilit 

Iseorae Biait below b^ore 
prenunm inemse 

^ cf botueboUs wkbin each 
ineoiae bait below after 
pranhun increase 

% Faffing Bdow Aftordabili^^ 
Line 

ESI 


MM 

80% 

Ain 

30% 

Ain 

BB 

80% 

Ain 

30% 

Ain 

50% 

Ain 

80H 

Alkfl 

mmm 

14.53i 

26.0"/. 

43,2"/. 

14,434 

MIIB 

45.234 

0.0% 


EaB 

77517 

13.03'. 



12.834 

25-1"/. 

41.3"/. 

■m 

- 03 % 

4),2"/. 

7731S 

25,3% 

43,3% 

66J'/. 

23-334 

43.534 

66,3"/. 

mm 

0.034 


77339 

■Ml 

■ifeai 

36,3"/. 

19,534 

34.8'/. 

56.634 

0.334 

0.4"/. 

0.3% 

77330 

38.4% 

37.3% 


38.4"/. 

57.3"/. 

76.9"/, 

0,034 


0,0"/. 

77531 


43.7"/. 


MSB 

44.4"/. 

MuB 

1.034 


0.7% 


MiiSI 

29,6"/. 



MiliiB 

KSEB 

0.4"/, 



ungi 

■tfiM 



MiiB 

MSB 

62,334 

■m 

■TSM 

IMBI 


12.3% 

KIiM 


MUB 


39.834 

1.134 

1.234 

bsbi 


22.7% 

40,8"/. 

■iiM 

MSB 

41.734 



0.9"/. 


77573 

6.4% 

■t'lliW 

■k'liilM 


14.3'/. 


0.1"/. 

0.154 

0.134 

77390 

22a"/. 

40.4"/. 

61.1"/. 

23.634 

41.5% 

62.034 

1.434 

1.1% 

MaB' 

Km 

26.1"/. 

■iiiM 

64.4'/. 

26.234 

44.2% 


0.2% 

0.1'/. 

0.131 

77630 

24.9% 

40.6'/. 

592"/. 





■iiCTW 

0.034 


As in our analysis above, we developed three distinct scenarios for which house- 
holds would receive affordability vouchers and which would not. The monetary 
share of the increased flood risk borne by governments and individuals in each 
scenario is expressed in Table 5 below: 


Table 5: iUajor Stakeholders - Spending Required (AMI Standard) 


Scenario 


ISHHSI 


30% Ain 

2,000 

10,400 

6,200 

50% Ain 

3,600 

8,800 

11,400 

%%Ain 

5,800 

6,600 

18,600 


4.5 Phasing In Updated Risk-Based Premiums 

Having analyzed the impacts a move to risk-based premiums would have on the 
affordability of insurance in Galveston County, it is important to look at certain 
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other challenges in the implementation of updated risk baaed premiums. One of 
the points of interest that emerged when comparing the Senate Banking Commit- 
tee’s and House of Representative’s bills is the fact that they differ in the rate at 
which they permit insurance premiums to increase per year in order to reach their 
“actuarially-indicate levels that reflect the true risk of flooding” Currently, the 
premiums cannot be increased by more than 10% a year. The Senate bill would 
allow premiums to increase by 15% a year, while the House bill would allow pre- 
miums to increase at 20% a year. 

Using an illustrative example from our data on Galveston County, we ca.n see that 
it would take a maximum of 10 years to reach the risk-based premium levels (at the 
10% premium increase rate). While the gradual phasing in of increased premiums 
is important - it would seem almost incomprehensible from a politician’s point of 
view for their constituents to experience a steep increase in premiums within the 
span of a year - it is also important to consider how practical a phase-in policy is 
and the potential downsides to having a phase-in policy rather than an immediate 
implementation of risk-based premiums. 

The graph below shows the percentage of Zip Codes in Galveston County (of 
a total of 14 Zip Codes) that have reached risk-based levels over time. We see 
for the more aggressive strategy (20% phase in policy), it takes only 6 years until 
all Zip Codes are at risk-based levels (as measured by the mean). For a slower 
phase-in policy of 10%, it takes 10 years until all Zip Codes are at risk-based levels. 
These results strongly indicate the importance of an aggressive phase-in strategy. 
While a phase-in policy of 10% is understandable in order to protect those who 
may be unable to afford a steeper increase in their premiums, our proposal above 
of providing vouchers to households to assist with the affordability of these pre- 
mium increases could actually allow for a more aggressive strategy to be put in 
place. 


“Senate Committee Passes Federal Flood Insurance Reform Legislation.” Insurance Journal. 
8 Sept. 2011. Web. 20 May 2012. 
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Niunber ofYears to Reacb Risk-Based Levels 



We propose that premiums should be adjusted for risk immediately, alongside 
the implementation of insurance vouchers. This proposal has the potential to 
make the NFIPreforms more politically feasible. We recommend that insurance 
vouchers support the immediate implementation of risk-based premiums since, as 
is seen in our data on Gedvcston, there are going to be households that cannot 
afford an immediate increase in premiums. These households would be supported 
by the insurance voucher scheme, resolving equity issues. 

The immediate implementation of risk-based premiums would offer a number of 
benefits for the NPIP. Firstly, an immediate implementation of risk-based premi- 
ums would discourage development in high-risk areas. In the cases where risk-based 
premiums represent an increase on current premiums, these increased premiums 
would act as significant disincentives for families or individuals looking to move 
into these areas. Risk-based premiums would allow families and individuals to 
make more fully-informed decisions as the new premiums would reflect the real 
hazard in the area rather than a misleading subsidized rate. Even if those looking 
to move into the area choose not to take into consideration the actual flood risk 
involved, they are more likely to be deterred by an immediate increase in the pre- 
miums they would have to pay, solely from a financial viewpoint, rather than a 
gradual increase in premiums spread over a few years which they may not consider 
as severe. 
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In addition, the immediate implementation of risk-based premiums would improve 
the financial sustainability of the program by increasing funding. As we saw in 
our analysis, there are households that can afford the new risk-based premiums. 
Hence, the NFIP would no longer have to subsidize these households. Financially, 
this is a much more sustainable option than the NFIP slowly phasing out premium 
subsidies to those who do not need the subsidization while still subsidizing premi- 
ums for those w'ho cannot afford the increases. 

Finally, immediate implementation of risk-based premiums would also further en- 
courage households to adopt mitigation measures. As discussed in the section 
below, there are a number of biases that prevent homeowners from investing in 
mitigation. An important barrier to investment in mitigation measures is that 
people do not have an accurate understanding of their exposure to flood risk. If a 
household’s premium were to increase significantly, an immediate increase in their 
premium would more likely help them understand that their home is located in a 
high-risk area. If their premiums increased over a period of six to 10 years, the 
impact of the premium increase would not be as strong. If a household were made 
aware of the actual risk they were facing, they would be more likely to employ 
mitigation measures in order to reduce their flood risk. 


5 Mitigation 

In our study so far, we have been working under the assumption that the physical 
exposure to flood risk stays the same for all households in Galveston. It is, however, 
important to look at ways in which one can reduce exposure to flood risk as well. 
In this respect, we have chosen to explore the importance of mitigation measures 
(i.e. risk reduction), and the ways in which efforts towards mitigation should be 
incorporated into any changes in insurance premiums that move towards updated 
risk-based premiums. In addition, one of the primary drivers for a move towards 
accurate and updated risk-based premiums is that homeowners will recognize their 
real exposure to risk. This recognition should incentivize homeowners to adopt 
mitigation measures more readily. There are, however, a number of decision biases 
and constraints that prevent homeowners from investing in flood mitigation. 

5.1 Decision-Making Process For Purchasing Mitigation Measures 

In looking to incorporate the adoption of mitigation measures into a more compre- 
hensive strategy to create more affordable insurance premiums, it is important to 
first examine homeowners’ decision-making process and associated biases in choos- 
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ing whether or not to purchase mitigation. 

When making mitigation purchase decisions, individuals think about a wide range 
of considerations and goals. These can vary from financial considerations to 
emotion-related goals, such as reducing anxiety or avoiding regret. How people 
prioritize each goal varies by individual and context. For instance, people often 
buy flood insurance after suffering losses in a flood, but cancel their policies after 
several years without a flood.*® After a flood, anxiety is high, and people seek to 
reduce and avoid it, but after some time with no flood, people feel more at peace 
and are less concerned with a flood occurring. Similarly, people will choose to 
invest in mitigation measures only after suffering losses in a flood or if flood risk 
has been made more salient to them (by flooding in neighboring towns, or other 
parts of the country). Experimental findings also reveal that “people focus on 
the unpleasantness of the outcome rather than on its probability when they have 
strong emotional feelings attached to the event.”*’^ Moreover, after suffering a loss, 
people may invest in mitigation as a form of consolation. However, they are un- 
likely to invest if their community has not been impacted by a flood in many years. 

Decisions to protect against natural hazards, in the form of both purchasing in- 
surance and investing in mitigation, are also based in part on what other people 
are doing or think is appropriate according to social and cognitive norms. One 
example of this behavior comes from a pretest interview of an earthquake question- 
naire, whereby a homeowner indicated that he would buy earthquake insurance 
after hearing that his neighbor had purchased it, even though his beliefs about the 
risk he was facing and the actual cost of the coverage did not change.*® As when 
buying new products, people are influenced by what others are doing in deciding 
whether or not to buy insurance. 

Myopia is also a key bias, whereby people tend to focus on short-term horizons. As 
a result of myopia, people fail to consider the future occurrence of a catastrophe 
and assume it will not happen to them. Conventional wisdom holds that major 
catastrophes are low-probability events, which further compounds the problem 
since people are even less likely to believe those catastrophes will occur and thus 
choose not to protect against them by buying insurance or investing in mitigation. 

^®Kunreuther, H., Meyer, R., Michel-Kerjan, E. (in press). “Overcoming Decision Biases to 
Reduce Losses from Natural Catastrophes,” in E. Shafir (ed.), Behavioral Foundations of Policy, 
Princeton University Press. 

^’’Kunreuther, H., Meyer, R., Michel-Kerjan, E. (in press). “Overcoming Decision Biases to 
Reduce Losses from Natural Catastrophes,” in E. Shafir (ed.). Behavioral Foundations of Policy, 
Princeton University Press. 
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People will focus only on the potential benefits of protecting their homes over the 
next several years due to myopia, but will find it difficult to justify a high, upfront 
investment for loss reduction measures, even though they will be effective for 20 
to 30 years. 

Furthermore, many households are reluctant to invest in mitigation measures due 
to a tendency to discount future benefits more heavily, especially if they know 
they are already insured against losses from floods. A survey of 1,131 individuals 
conducted by the Department of Environment, Food and Agriculture (DEFRA) in 
the UK showed that many households and small businesses in areas of significant 
flood risk recognize the benefits of property-level measures, including the potential 
long-term financial savings, greater feelings of safety and reductions in the disrup- 
tion caused by floods. However, the survey also showed that “many people are 
deterred from taking action because they feel [the measures] are expensive or not 
their responsibility.”® 

In addition to these decision biases, budget constraints exist ( “I live from payday 
to payday”), especially in regions such as Galveston County. The above sections of 
our study focused on the challenges of affordability of insurance. Mitigation mea- 
sures are often seen as a secondary or additional step for protection after having 
purchased insurance. For households that are unable to afford flood insurance at 
the increased risk-based premium rates, a key question arises as to how they could 
be expected to adopt flood mitigation measures that require significant up-front 
investments as well. 

5.2 Encouraging Investment in Mitigation: Mitigation Loans 

Continuing to look at affordability in relation to mitigation investments, we find 
that it is crucial to offer assisted financing for mitigation efforts. While this is es- 
pecially important for those who may be unable to afford the high up-front costs, 
even those who are able to afford the costs may choose not to invest in these meei- 
sures. 

As such, we propose that FEMA or financial institutions offer long-term miti- 
gation loans to encourage investment in mitigation measures. These loans, to be 
paid back over the long-term, would make investment into mitigation more af- 
fordable and would spread the high investment costs over time. For low-income 
households, mitigation loan payment assistance could be provided. In addition, 

® “Developing the evidence base for flood resistance and resilience: Summary Report.” De- 
partment of Environment, Food and Rural Affairs. Environment Agency. Web. 9 May 2012 
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if the mitigation measures are effective, we expect households to experience a re- 
duction in their risk-based premiums. The savings from a household’s reduced 
premiums could be used towards repayments of the mitigation loan. This once 
again highlights the importance of premiums accurately reflecting the flood risk, 
as risk-based premiums will be updated to reflect the new, reduced risk after the 
household’s investment in mitigation. 

While this scheme should incentivize households to adopt mitigation, challenges 
remain regarding the awareness of the actual measures a homeowner may under- 
take to mitigate flood risk. The survey mentioned above, conducted by DEFRA 
in the UK of households and small businesses in areas of significant flood risk, 
showed that the flood resistance or resilience measure of which most people were 
aware was the sandbag, despite the fact that most flood management experts con- 
sider sandbags to be a largely ineffective preventative technique. In addition, less 
than one in four of the 1,131 surveyed were able to recall any resistance measures 
(measures to prevent entry of water into a building fabric) other than sandbags 
and only one in ten could think of an example of a resilience (measures to limit 
the impact of flood water within a building) measure.®^ 

Hence, it is imperative that these mitigation loans be coupled with information 
sharing on the forms of mitigation available to households. It is important to 
weigh the costs of implementing certain mitigation measures versus the benefits in 
terms of reduced risks to households. In certain cases, sucli as the elevation of an 
existing house, the costs involved may outweigh the benefits gained from a reduced 
exposure to risk. Information sharing of which mitigation measures homeowners 
should take on and which may be ineffective becomes a key part of the process. 

We note that our focus for this mitigation proposal, however, is on the creation of 
new structures rather than an assessment of existing homes. 


6 Conclusion 

With the U.S. debt ceiling issues from the summer of 2011, the significant flood 
losses from recent hurricanes and the uncertain future of the National Flood In- 
surance Program, it is a crucial time to review the program and propose structural 
changes. While the House and Senate have suggested a shift towards risk-based 
premiums that more accurately reflect flood risk, it is also important to examine 
this shift's impact on affordability for homeowners. As we have shown in this pa- 

“Developing the evidence base for flood resistance and resilience: Summary Report.” De- 
partment of Environment, Food and Rural Affairs. Environment Agency. Web. 9 May 2012. 
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per, these new risk-based premiums have important implications for homeowners, 
but moving to risk-based premiums can be effective with appropriately designed 
supports to achieve policy goals. We suggest an immediate implementation of the 
updated risk-based premiums, instead of the phase-in proposed by the legislative 
bills, so that insurance payments would help improve program funding and thereby 
its sustainability. At the same time, we recommend that the government provide 
insurance vouchers to reduce the financial burden of premium increases on home- 
owners. Lastly, we propose mitigation loans as a way to incentivize homeowners 
to employ mitigation measures and reduce flood exposure. 

We recognize, however, that further study is needed before the implementation 
of the above recommendations. Our focus on Galveston County in this paper rep- 
resents a small subset of the potential impact of the implementation of the updated 
risk-based premiums. Moreover, our proposal for mitigation loans will more likely 
affect new construction than existing homes. In general, it will be important for 
the government to conduct a cost-benefit analysis of updating floodplain maps to 
determine new risk-based premiums and study more in-depth the costs and bene- 
fits of providing insurance vouchers and mitigation loans. 

Furthermore, aside from the various scenarios we have conducted to examine the 
impact of insurance vouchers to improve affordability, there are additional ones 
that would be interesting to explore for further research. Two ideas are as follows: 

1. Analysis of second homes: In this scenario, the government would not provide 
insurance vouchers to homes that have been identified as second homes or 
vacation homes. 

2. Analysis of repetitive losses: In this case, the government would not provide 
insurance vouchers to homes that have suffered repetitive losses. 

While there are further research points to consider, this paper begins to examine 
the affordability effects of the implementation of the updated risk-based premi- 
ums for flood insurance according to recent legislative proposals. The Senate and 
House bills need to be reconciled with appropriate policy supports to ensure the 
sustainability of the National Flood Insurance Program and to minimize negative 
effects on affordability while reducing flood exposure and losses. 
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Our Banking Situation - at the 


limit “ $6M. \Ate had also come off severat^ars of difficult 

decisions. ^ ' 

This put us in a very tight cash position and also reflected a poor current 
or liquidity ratio. 

Therefore our lead bank, and other banks, made it very difficult to obtain 
growth capital. They were under increased scrutiny as well as to loan 
review and we were deemed substandard (historical losses plus overall 
debt level) 

Therefore our ability to again grow and expand was severely limited or 
challenged, at a time our core market automotive was in a major 


rebound. 


• We investigated the SBA 504 re-fi program to see if this could help 
alleviate our growth funding needs. 
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OC outstandings 


• Refinance JSC building ' “ . ’ 

- Can be done at FMV and 90% Loan to value. 

- SBA to take 40% - fixed - 4.6% - 20 year amortization. 

- Bank to take 50% - thought is to continue to float. 

- Inject excess cash into JSC to reduce line - fund growth. 

• Refinance $5M of Equipment at JSC 

- Can be done at FMV (not orderly liquidation) and 90% Loan to value. 

- SBA to take 40% - fixed - 4.3% - 10 year amortization. 

- Bank to take 50% - thought is to continue to float. 

- Inject excess cash into JSC to reduce line - fund growth. 
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ntures March 13, 2013 
O' ir lend bank has had their exposure rgduced. their loan to values 
improved, ana is again providing us funding for growth, 
in 2012 our sales grew 23% - and we invested over S5M in new 
equipment into our business. 

In 2013 sales are projected to grow 25% and we will invest over $10M of 
new capabilities into our business. 

We also export over 25% of what we make - to 1 6 different countries. 
This would NOT have been possible without the SBA refinance. 

- tVe created financial breathing room. 

- We improved our cash flow and liquidity dramatically. 

- We managed the risk of a combination of short and long term interest 
rates. 

- We are achieving solid growth — and over three years will have added 
more than 150 new employees 

- And finally- our bank(s) are willing to “invest” in us again. 

Jas! iSi Baft Calamer Str/itk TeAoakgy 
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NFiB Small Business 

Economic Trends 


William C. Dunkelberg 
Holly Wade 


March 201 3 


Based on a Survey of Small and Independent Business Owners 


SMALL BUSINESS OPTIMISM INDEX COMPONENTS 


Seasonally Change from Contribution to 
Index Component Adjusted Level Last Month Index Change 


Plans to increase Employment 

4% 


5% 

Plans to Make Capital Outlays 

25% 

4 

20% 

Plans to Increase Inventories 

-1% 

6 

30% 

Expect Economy to Improve 

HggiBIHIIII 

2 

10% 

Expect Real Sales Higher 

1% 

2 

10% 

Current Inventory 

-1% 

2 

10% 

Current Job Openings 

21% 

3 

15% 

Expected Credit Conditions 

r8% 


5%, ' 

Now a Good Time to Expand 

, 5% 

-1 

-5% 

Earnings Trends 

-26% 

0 

0% 

Total Change 


-20 

100% 


(Column 1 is the current reading; column 2 is the change from the prior month; column 3 the percent of the unai change 
accounied for by each component; * is under I percent and not a meaningful calculation) 
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SINGLE Most Important problem 


SINGLE MOST IMPORTANT PROBLEM 

Februar\'2013 


Problem 

Current 

One 

Year Acjo 

Survey 

Hiqh 

Survey 

Low 

Taxes 

- 21 

21 


8 

Inflation 

6 

9 


0 

Poor Sales 
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''‘■M 

2 

Fin. & Interest Rates 

2 

4 

■■ ■■ . 

1 

Cost of Labor 


3 


2 

Govt Reqs. & Red Tape 

21 

21 


4 

Comp. From Larqe Bus. 

8 

5 


4 

Quality of Labor 

5 ■ 

5 


3 

Cost/Avail, of Insurance 

8 

7 

.72 

4 

Other 

7 

3 
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SELECTED SINGLE MOST IMPORTANT PROBLEM 

inflation. Big Business, Insurance and Regulation 
January 1986 to February 201 J 
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SELECTED SINGLE MOST IMPORTANT PROBLEM 

Taxes, Interest Rates, Sales and Labor Quality 
January 1986 to February 2013 
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